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CHAPTER 14
Planning and Control of 
A u dit Procedures
BY JAMES E. HAMMOND
PLANNING AUDITS
O ne  o f t h e  im po r ta n t  fu nc tio n s of independent certified public ac­
countants is the expressing of an opinion as to the fairness of financial 
statements, the compliance of the statements with generally accepted ac­
counting principles, and the consistency of the application of those 
principles in successive periods.
Such an opinion should be based upon an examination conforming to 
generally accepted auditing standards and including all procedures 
considered necessary in the circumstances. In offering his opinion the 
accountant assumes heavy responsibilities. As one skilled in his profes­
sion he must have made a reasonable examination to w arrant an expres­
sion of opinion. As he must bear the burden of justifying this opinion, 
it is his responsibility to adopt such audit procedures as in his profes­
sional judgm ent are appropriate.
Adequate preparatory work and proper planning are im portant phases 
of an audit. Before commencing the examination the auditor should 
know how the business is conducted and what special problems are in ­
volved. He should know something of its financial history and, if pos­
sible, should inspect its plant and offices. He should know its basic 
accounting policies and review carefully its system of internal control. 
T he obtaining of such inform ation is part of the preparatory work in­
cident to planning the procedures to be applied and the scope of the 
sampling and testing. After completing the preparatory work, he can 
lay out the program of audit.
T he preparatory work and planning are not isolated parts of the ex­
amination. T he various phases of auditing are interrelated and over­
lapping. This is particularly true in an initial examination. Portions 
of the inform ation usually obtained in the preparatory stage may not be 
developed until the auditing procedures are in progress, and the program
Copyright 1953
American Insti tu te  of  Accountants
1
THE CPA HANDBOOK [Ch. 14
of the audit may have to be amended from time to time as the audit 
proceeds to suit prevailing conditions.
The Value of an Audit Program
In the examination of a small concern, where the audit work can 
usually be done by one auditor in a short time, a formal program of audit 
may be unnecessary. But, in such instances, the scope of the examination 
should be clearly and fully covered in the working papers so that the 
notations constitute at least an informal record of the auditing program.
In medium-sized engagements, which constitute the bulk of the average 
practitioner’s work, a formal program is of great value. In large en­
gagements, involving complex and possibly widespread operations and 
requiring numerous staff men, an audit program is a necessity. In such 
engagements the audit program is essential, because it:
1. Provides an outline of the work to be done.
2. Assists in arranging and distributing the work among the men on the job.
3. Assists in controlling the work and fixing responsibility.
4. Provides a check against possible omissions.
5. Provides a record of the work completed.
6. Aids in reviewing the audit.
Types of Audit Programs
Years ago there was considerable interest in attempting to develop 
a standard or all-purpose audit program. The complexities of modern 
business have greatly increased the diversity of conditions and problems 
encountered by the accountant and have resulted in the judgment that 
an all-purpose program, like uniform accounting, is impractical. The 
committee on auditing procedure of the American Institute of Ac­
countants in a special report, “Tentative Statement of Auditing Stand­
ards”1 after reviewing the history of auditing since the issuance in 1917 
of the Federal Reserve Bulletin “Uniform Accounting,” stated:
“. . . it is not practical, because of the wide variance of conditions encountered, 
to issue anything like an ‘all-purpose’ program of auditing procedures . . .”
Notwithstanding this conclusion, it is generally recognized that it is 
both feasible and practical for an accounting firm to have a basically 
standard approach to the development of audit programs. As will be 
evident from the discussion that follows, this approach is based on using 
standard audit outlines as working guides for use by those responsible 
for the audit work, these being modified as circumstances suggest, the 
result in each case being the audit program. The advantages of these 
checklists or audit outline, and their limitations, however should be 
clearly understood.
Audit programs in use today are of two general types: predetermined
1 See references at end of this chapter.
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and progressive. T he predeterm ined type of program consists of a de­
tailed schedule or list, prepared before the start of the audit work, and 
intended to be adhered to rather strictly throughout the engagement. 
T he progressive type of program consists of a broad outline of the major 
operations of the audit, leaving the scheduling of the detailed steps to be 
filled in as the work progresses. E ither type of program must be con­
sidered to be flexible, and modifiable as developments during the course 
of the engagement may require.
T he predetermined type of program is used more extensively on 
smaller or repeat engagements where the conditions to be encountered on 
the job can largely be anticipated. Modern auditing techniques and the 
reliance upon internal controls as a basis for determ ining the extent of 
the testing to be done have resulted in the need for greater flexibility 
in the work program than is provided by this type.
On m ajor examinations, particularly initial assignments, it is rarely 
possible to separate the programming of the engagement from the actual 
execution of the work. T he auditor may prepare a tentative program, 
using as a basis the results of his preliminary investigations, bu t he must 
defer final decision as to his procedures until he has a dependable u n ­
derstanding of the evidence and sufficient testing has been done to estab­
lish its reliability. T he extent of the testing as originally planned may 
be based upon assumptions regarding the actual functioning of the in ­
ternal control which the testing may show not to be as represented. For 
this reason many auditors prefer to review the internal controls applica­
ble to the various activities of the business at the time the related accounts 
are being audited. This correlated approach makes it possible to amend 
the program as the work progresses to suit prevailing conditions.
Regardless of the type of program that is used, the auditor must at all 
times be prepared to revise the program if, in the course of his work, he 
finds that changes in the program are necessary to accomplish such an 
examination as will w arrant his expressing an opinion as to the fairness 
of the financial statements.
Checklists
Standardized checklists or outlines, even though not of themselves 
suitable for use as audit programs, are valuable as guides to audit pro­
grams and are used by some firms. Such m aterial describes, for example, 
the procedures usually employed in cash counts, reconciling bank ac­
counts, and auditing purchases and sales. It includes instructions on the 
review of the internal control and indicates the extent of the testing 
which ordinarily might be called for under various conditions. T he 
procedures to be followed with respect to the major items, such as re­
ceivables and inventories are outlined. A ttention is alerted to unusual 
or infrequent transactions or items, which may not be provided for in the 
system of internal control and which may be overlooked by the auditor.
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Such material is valuable in preparing the tailored program of audit for 
individual engagements. The usual procedure is to use the checklist as a 
worksheet in preparing the program, which can be done merely by mark­
ing the steps on the checklist which are to be undertaken on a given 
assignment.
Form of the Audit Program
The program should be prepared on paper of sufficient width to permit 
columns in which to record the signature or initials of the accountant 
performing each phase of the work, a notation as to the time consumed, 
and perhaps the working paper reference. Suitable space also should 
be left after each main heading to allow for the scheduling of the detailed 
steps as the work progresses.
No definite rules can be laid down as to the content of the audit 
program. The audit program for each case should be especially designed, 
after adequate planning and review, based upon a knowledge of the 
client’s business, accounting policies and procedures, and internal con­
trol. In preparing the program the principal also should bear in mind 
the ability and experience of the accountants who will be doing the work.
The completed program should cover not only the procedures to be 
applied to every balance sheet and profit-and-loss item which is to be 
examined, but also should cover those aspects of the work which tran­
scend routine. Thus, for example, it might contain instructions relating 
to determining the rate of turnover of accounts receivables or of in­
ventories, or the number of accounts receivable outstanding in various 
ranges as to amount. It is never possible to supply a complete substitute 
for the use of judgment, however, and no list can be so thorough as to 
include all points for consideration. At best, any initial program of 
work must be considered to be a minimum.
Following this chapter there is presented in the appendixes the follow­
ing illustrative material actually in use by public accounting firms:
Appendix A — A Checklist of Audit Procedures, used by a medium­
sized firm to prepare its audit programs.
Appendix B — A General Guide to Audit Procedure and Preparation 
of Audit Programs, used by a large national firm.
A great deal of practical information on audit programs, and illustra­
tions of typical examples, may be found in the many textbooks and other 
volumes on auditing procedures. The following list is not all-inclusive:
1. Bacas, Paul E., R osenkampff, Arthur H., W ider, W illiam., “Auditing 
Procedure,” The Ronald Press Company, New York, 1948.
2. Byrnes, T homas W., Baker, K. Lanneau, Smith, A. Aubrey, “Auditing,” 
The Ronald Press Company, New York, 1948.
3. Eggleston, D eW itt C., “Auditing Procedure,” John Wiley & Sons, New 
York, 1947.
4. H olmes, Arthur W., “Auditing Principles and Procedure,” Richard D. Irwin 
Inc., Chicago, 1951.
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5. K o h l e r , E r ic  L., “A u d itin g , a n  In tro d u c t io n ,” P re n tic e -H a ll, Inc ., N ew  Y ork, 
1947.
6. M o n t g o m e r y , R o b e r t  H ., L e n h a r t ,  N o r m a n  J . ,  J e n n in g s ,  A l v in  R . ,  “ M o n t­
g o m ery ’s A u d itin g ,” T h e  R o n a ld  Press C o m p an y , N ew  Y ork, 1949.
7. P e l o u b e t , M a u r ic e  E., “A u d it  W o rk in g  P a p e rs ,” M cG raw -H ill B ook C o m ­
p an y , Inc ., N ew  Y ork, 1949.
A number of actual case studies of work done on audits has been col­
lected by the American Institute of Accountants and published in its 
series of Audit Case Studies, the titles of which are:
1. A  L o a d in g  a n d  H a u l in g  E q u ip m e n t M a n u fa c tu re r
2. A  N e w sp ap e r P u b lish e r
3. A  D e p a r tm e n t S tore
4. A  P u b lic  U tili ty
5. A  C o rn  P ro cessin g  C o m p an y  
A M a n a g e m e n t In v e s tm e n t C o m p an y  of th e  O p e n -e n d  Type 
A  G ra in  C o m p an y
A  Steel F a b r ic a tin g  C o m p an y ; A  Sm all R e s ta u ra n t  
A  W h o le sa le  D is tr ib u to r  of N ew sp ap e rs  a n d  M agazines
Audit Programs for Repeat Engagements
In the first engagement, as has already been pointed out, the program 
may have to be developed during the course of the audit work. In a 
repeat engagement the program may be based upon the one developed 
during the first engagement and can be prepared in considerable detail 
before commencing the audit work. However, the previous program 
should not be copied blindly. Changes in the accounting system, internal 
control, or character or volume of business may require revision of the 
former procedures. Consideration also should be given in the prepara­
tion of subsequent programs to rotating the audit coverage, emphasizing 
now one detail of the accounting and later another, so that in the course 
of several years all will have been given close attention. Also consid­
eration should be given to shifting the month or months covered by tests 
and to making the tests at different times of the year.
Most practitioners have at least a few clients with respect to whom 
conditions do not change greatly from year to year. In such cases the 
same basic audit program might be used for several years without re­
copying, if it is prepared on paper wide enough to provide the necessary 
check-off columns for the several years. In any event the accountant 
must be alert to changed conditions requiring modification of the audit 
procedures formerly used.
Who Prepares the Audit Program?
The answer to this question depends to a great extent upon the size 
of the accounting firm and the caliber of its men.
If the accounting firm is small and the staff members are inexperienced,
6.
7.
8. 
9.
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the audit program should be prepared by a partner or principal in all 
instances. If the firm has a seasoned staff, the preparation of the audit 
program for recurring engagements can be delegated to an experienced 
accountant-in-charge. He should have such assistance from a supervisor, 
partner or principal as may be necessary. T he partner or principal has 
the final responsibility for the adequacy of the program.
In  initial engagements involving complex matters the audit program 
will usually be prepared by the partner in charge of the engagement and 
the supervisor who will have charge of the field work. Better results 
can be expected in the execution of the field work if the accountant-in­
charge participates with the partner and supervisor in planning the 
program.
T he growth of any accounting firm is limited unless it develops a 
seasoned staff with rounded experience. Every reasonable opportunity 
should be used to up-grade staff members by giving them more diversified 
experience. Many otherwise experienced men have had inadequate train­
ing in preparing audit programs. W hen this it true, the firm suffers. 
At least one of the states requires experience in planning audit programs 
as a prerequisite to qualification as a certified public accountant.2
Where and When Should the Audit Program be Prepared?
On initial engagements it will usually be found most helpful to pre­
pare the program at the place of business of the client. T he survey work 
essential to planning the program adequately must be done in the client’s 
office. If the program is prepared there, the time otherwise required for 
the writing of memoranda in the office may be saved and there is less 
likelihood of overlooking any of the audit procedures which may be 
necessary in the circumstances.
A program for a repeat engagement is usually prepared in the ac­
countant’s office. W hen that is done, however, the supervisor or account- 
ant-in-charge must be alert during the progress of the work for changes 
in conditions which require modifications of the audit program.
Some accountants feel that on repeat engagements the next year’s audit 
program should be prepared at the conclusion of the current year’s 
audit. They feel that im portant points may be overlooked if the drafting 
of the program is deferred. This procedure is advocated by E. L. Kohler.3 
If this is not done it is wise to prepare a m emorandum of proposed modi­
fications in the audit program for the next examination at the conclusion 
of the current examination. As a professional man the auditor should 
always endeavor to improve his auditing procedures. T he memorandum 
might well contain suggestions as to extensions or restrictions of auditing 
tests, weaknesses disclosed, transactions pending and therefore requiring 
follow-up in the next examination, and suggested rotations of audit 
tests.
6
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Manuals of Audit Procedure
Manuals of audit procedure direct attention to and discuss the stand­
ards to be m aintained in the conduct of the examination, provide sug­
gestions as to the selection and extent of application of the auditing 
procedures to be employed, give particulars as to the preparation of 
working papers and discuss accounting principles.
A num ber of accounting firms have prepared manuals of audit pro­
cedure but most of them rely for the guidance of their staffs upon oral 
instructions, memoranda or bulletins, articles and textbooks on account­
ing and auditing, the bulletins and case studies of the American Institute 
of Accountants, and accounting series releases of the Securities and Ex­
change Commission.
T he time, research and expenditure of money required to prepare and 
compile a comprehensive m anual of audit procedures, and the fact that 
it may require frequent revisions, have discouraged the preparation of 
manuals by most firms.
W ithout such a manual, audit procedures may tend to become too 
casual and routine; insufficient consideration may be given to the review 
of internal controls and to the exercise of judgm ent as to the extent of 
the auditing tests required in the circumstances; too little or too much 
auditing may become the rule. A m anual well prepared and maintained 
promotes uniformity in the working papers, adherence to standards, and 
efficiency in auditing. Appendix B is a good illustration of a well-pre­
pared manual.
Time Estimates for a Job
Some accounting authorities have suggested that audit programs should 
indicate the time allotted to each section of the program. A survey con­
ducted in 1951 by the American Institute of Accountants has shown, 
however, that a majority of the accountants in practice do not prepare 
a time estimate for every engagement. Estimates are usually prepared 
only for administrative purposes, such as fixing fees and scheduling staff 
members.
T he survey showed that where time estimates are prepared they are 
generally based on the following factors: (a) procedure specified in the 
audit program, (b) complexity and extent of operations of client, (c) 
condition of client’s records, and (d) in the case of repeat engagements, 
the actual time spent on the previous audits. Accounting firms with 
staffs of fifteen or less indicated that the condition of the records is the 
most im portant factor in estimating the time required, with about equal 
weight being given to the time spent on the previous engagement and 
the procedures specified in the audit program.
T here is undoubtedly a strong prejudice among accountants against 
putting time limits on engagements. This feeling is probably based upon
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the belief that staff men do not do their best work under pressure and 
that some important phase of the work may be neglected if time limits 
are set. But there does not appear to be much justification for the same 
attitude regarding the use of time estimates on the various phases of 
the work to be performed, particularly when they are based on the actual 
time on previous similar engagements for the same client.
The estimates would not as a rule be given to assistants on the job, 
but they are helpful to the auditor-in-charge in allocating the work to 
assistants and estimating the length of time they will be needed on the 
assignment. Time estimates also serve as a useful aid in judging the 
efficiency of assistants. While the use of time estimates should not be 
intended to limit the scope of the work or to promote competition as to 
who can do the work in the least time, there is no doubt, conditions and 
circumstances being equal, that any experienced senior will hardly take 
pride in exceeding the time required by the previous senior.
The comparison of the estimated with the actual time is also useful on 
review. In those instances where the actual time is significantly less than 
the estimated time, it may indicate that coverage has been inadequate. 
Where it is more, it may indicate that a condition in the records or a 
weakness of the controls has developed — a situation that should be 
reviewed and usually brought to the attention of the management.
In summary, then, time estimates, based upon time actually spent on 
similar previous engagements for the same client, are useful in allocating 
and controlling the work, in promoting the efficiency of the staff, and in 
directing attention of the supervisor or reviewer to matters which may 
require further attention. Appendix A, which is a checklist designed for 
use as an individual audit program, contains spaces for indicating es­
timated time and actual time in this manner.
Specialization of Personnel
The first of the three general standards set forth on page 11 of “Ten­
tative Statement of Auditing Standards” 1 provides:
“The examination is to be performed by a person or persons having adequate 
technical training and proficiency as an auditor.”
It is obvious that an auditor is not required, under this standard, to 
have experience in every kind of business. Moreover, no two businesses, 
even in the same field, are exactly alike. But it is equally obvious that in 
some businesses the complexities, trade practices and procedures are 
such that some knowledge of them by the auditor is essential as a basis 
for the exercise of professional judgment as to the nature and scope 
of the audit procedures required.
Obtaining a general understanding of the business is part of the es­
sential preparatory work for every audit. If the business to be audited 
is in a complex industry, an accountant with special knowledge of that
8
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industry should be selected for the work. If no such accountant is avail­
able, a staff member who is otherwise qualified should be selected well 
in advance of the engagement and given time to inform himself as to 
the special problems involved.
Departmentalization of Audit Work
W hile most accounting firms engage in a general practice and have not 
developed many specialists among staff members, large firms with several 
clients in the same industry have developed staff men who are specialists, 
and some firms have established separate departments to handle clients 
in specific industries.
Most accounting firms separate the audit and tax departments. Some 
have added a third departm ent to handle system work and other special 
services.
In many instances there is considerable overlapping of the work of 
these m ajor departments. T he impact of taxes has become so severe that 
the audit departm ent makes frequent calls upon the tax departm ent for 
its specialized knowledge and experience. T he tax departm ent may re­
quire the assistance of the audit departm ent in examining the accounts 
and records to obtain the detailed inform ation needed in connection 
with tax cases or the preparation of excess profits tax returns. An audit 
may lead to system work, and an auditor who has gained familiarity 
with the client’s practices may assist the systems departm ent in the in­
stallation.
It is common practice to assign the preparation of corporation tax 
returns to the audit staff. T he returns are then reviewed by the tax 
department.
Advance Planning and Preparation for Work
Chapter 13 of this Handbook deals with auditing standards as out­
lined in “Tentative Statement of Auditing Standards.” T h a t report 
contains a summary setting forth nine standards and a discussion by the 
committee of their generally accepted significance and scope.
T he membership present at the 1948 annual meeting of the Institute 
approved and adopted the summary in the committee’s statement, and 
resolved that the use of the expression “generally accepted auditing 
standards” in the reports or certificates of independent auditors should 
be deemed to refer to the standards or principles set forth in that 
summary.
T he nine standards set forth in the summary include three general 
standards, three standards of field work and three standards of report­
ing. T he three standards of field work are:
1. The work is to be adequately planned and assistants, if any, are to be prop­
erly supervised.
9
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2. There is to be a proper study and evaluation of the existing internal control 
as a basis for reliance thereon and for the determination of the resultant 
extent of the tests to which auditing procedures may be restricted.
3. Sufficient competent evidential matter is to be obtained through inspection, 
observation, inquiries and confirmations to afford a reasonable basis for an 
opinion regarding the financial statements under examination.
T he committee’s discussion of the first standard of field work states 
that it has to do particularly with the timeliness of procedures and the 
orderliness of their application. T he discussion of the second standard 
states that the review of internal control is one of the most im portant 
of the steps in proper planning of the audit and must not be undertaken 
casually or performed carelessly. It will be noted that the first two of 
the standards of field work relate directly to the planning phase of an 
audit. T he committee’s discussion of the third standard of field work 
makes it clear that the principal responsible for the engagement must 
not fail to exercise due care in a critical review of the work done and the 
judgm ent exercised by those under him.
In a first engagement the advance planning and preparatory work is 
more extensive than in a recurring engagement. T he inform ation as­
sembled during the course of the planning of the initial engagement 
should be reviewed and brought up to date for repeat engagements.
In  planning the audit, the initial steps include:
1. Review of history, organization of business, and how it is conducted.
2. Review of client’s financial statements for the past several years, operating 
ratios, and accounting problems peculiar to the industry, in order to obtain 
a background of the client’s financial history and an indication of any im­
portant matters which will require consideration.
3. Inspection of client’s plant and offices. A good mental picture of the plant 
layout, manufacturing process, and receiving, warehousing and shipping 
operations will aid the auditor materially in visualizing the physical aspects 
of the transactions recorded in the accounts.
4. Review of basic accounting policies and accounting procedures, and of any 
changes that may have taken place in policies or procedures during the year.
5. Arrangements to obtain articles of incorporation or co-partnership, by-laws, 
minutes, and other relevant records and documents.
6. Review of the year’s work of client’s internal audit staff, if one exists, and 
consideration of its effectiveness.
7. Consideration of probable report requirements.
A careful summary of the information obtained in the preliminary 
survey is usually prepared and placed in the perm anent file. This sum­
mary enables staff members unfam iliar with the client’s business to obtain 
a quick picture of the financial background of the business, problems 
which are peculiar to it, and its basic accounting policies and procedures. 
It also serves a useful purpose in refreshing the memories of the suc­
ceeding year’s auditors and, if the staff men are newly assigned, gives 
them an efficient introduction to the client’s affairs.
SOME AREAS OF AUDIT PLANNING
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Internal Control Survey
In  the early days of public accounting most audits consisted of a 
detailed checking of the available records; the num ber of clients were 
usually small and there was comparatively little internal control. Now 
the volume of transactions is so great, even in a business of moderate 
size, as to make the cost of a detailed audit prohibitive. But as they have 
grown, most businesses have developed systems of internal control. Mod­
ern auditing relies upon the existing system of internal control for deter­
mining the extent to which detailed auditing steps may be restricted. 
Therefore, in planning the character of the audit tests to be made, and 
the extent to which they should be applied, the proper study and eval­
uation of the existing internal control is one of the most im portant steps. 
T he following excerpt from the Tentative Statement of Auditing Stand­
ards (page 26) points out that:
“The review of internal control is one of the most important of the steps in 
proper planning of the audit and must not be casually undertaken or care­
lessly performed. In so far as circumstances permit, the auditor should 
independently acquire a personal familiarity with the procedures and methods 
in use. A systematic and clear record should be made of the facts developed 
by the review. In his record, the prudent auditor will make a clear distinction 
between those facts which he has independently established and those which, 
by force of circumstances, he has accepted based upon oral representations.”
Characteristics of a Satisfactory System
In its simple form a system of internal control may consist of no more 
than a well-kept double entry set of books with such a segregation of 
duties of employees that no one person has complete control of a trans­
action through all of its phases. In its broader form the internal control 
includes the plan of organization and all of the co-ordinate methods and 
measures adopted within a business to safeguard its assets, check the 
accuracy and reliability of its accounting data, promote operational 
efficiency, and encourage adherence to prescribed managerial policies.
T he special report on the subject of internal control, issued by the 
committee on auditing procedure of the American Institute of Account­
ants in 1949,4 states, beginning on page 6, that a satisfactory system of 
internal control includes:
“A plan of organization which provides appropriate segregation of functional 
responsibilities;
A system of authorization and record procedures adequate to provide reason­
able accounting control over assets, liabilities, revenues and expenses;
Sound practices to be followed in performance of duties and functions of 
each of the organizational departments; and
A degree of quality of personnel commensurate with responsibilities.”
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In  its discussion of the first element of a satisfactory system of internal 
control, the committee states that an im portant criterion as to the 
adequacy of a plan of organization is the extent to which it provides for 
organizational independence as between operating, custodial, and ac­
counting departments. In  its discussion of the second element the com­
mittee points out the need for a carefully prepared chart of accounts, an 
account m anual to promote proper classification of data, and appropriate 
records and forms. T he committee’s discussion of the third element em­
phasizes that sound practices should provide the means whereby the in ­
dependence of authorizations initiating transactions, of the keeping of 
the records, and of the custody of assets is assured. T he discussion of 
the last element points out that a properly functioning system of internal 
control depends not only on effective organization planning and the 
adequacy of the procedures and practices, bu t also on the selection of 
able and experienced officers and departm ent heads and of operating 
personnel capable of carrying out prescribed procedures in  an efficient 
and economical manner.
Internal Control Questionnaires
Most accountants prefer the questionnaire approach in evaluating the 
system of internal control, with all questions so stated that an affirmative 
answer indicates a weak condition. T he questions should be so designed 
as to make the auditor think about the possibilities before expressing 
an answer. T he auditor must obtain reasonable assurance that the 
system of internal control, as represented, is actually in effect. T he only 
basis for forming an opinion that it is in effect is for the auditor to test 
the transactions, retracing the steps taken by the employees.
In  most instances it will be found more practical to fill out the ques­
tionnaires, part by part, in conjunction with the related audit work. If 
weaknesses are found, the examination procedures must be expanded to 
the extent required in the judgm ent of the auditor.
Space should be provided in the questionnaire for the auditor to ex­
press his conclusions as to the condition of the internal control in each 
function of the business. If the internal control is found to be unsatis­
factory, a full explanation should be given to assist in determ ining to 
what length the examination procedures must be extended. T he auditor 
should advise his client of such weaknesses so that the client may take 
such action as he thinks is appropriate. If the weakness in the in­
ternal control has resulted in the auditor extending his audit procedures, 
the client may be advised that the correction of those weaknesses would 
make it possible for the auditor to reduce the scope of his work in the 
future.
A poorly designed classification of accounts, ill-kept records, lack of 
follow-up by the client’s staff in making corrections and adjustments, 
chronic delay in closing the records, dissatisfied and underpaid em­
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ployees, and poor financial situation are some of the conditions which 
may indicate that less reliance can be placed on the existing internal 
controls. Consideration also should be given as to whether the internal 
controls are effective with reference to unusual, occasional or casual 
items, such as insurance refunds, proceeds from the sale of scrap or 
obsolete material, and collections of written-off accounts.
T he responsibility for the auditing work required must be assumed by 
the auditor. I t  is his difficult task to select the auditing procedures re­
quired and to determine the extent of sampling and testing to be done. 
These decisions are based upon his judgm ent as to the effectiveness of 
the internal control, arrived at as the result of investigations, tests and 
inquiries. No two situations are the same.
T he attention of the reader is directed to the wealth of material on 
internal control provided in recent textbooks * and by the committee 
on auditing procedure of the American Institute of Accountants. T he 
special report entitled “Internal Control” (included as Appendix A 
to Chapter 16) and the case studies issued by the Institute since that 
date should be fam iliar to every practicing accountant. Chapter 16 of 
this H andbook also contains a thorough exposition of current problems 
and practices of accounting firms in reviewing internal control in the 
course of financial audits.
Inventories
Inventories are frequently the largest current asset of a business or­
ganization, and may even bulk large in the total assets. At the 1939 an­
nual meeting of the American Institute of Accountants, the membership 
approved the extension of auditing procedures to require observation of 
the inventories and confirmation of accounts receivable if either of these 
assets represents a significant proportion of the current assets or of the 
total assets of a concern. These procedures were thus established as an 
integral part of generally accepted auditing procedures and accordingly 
failure to apply them, where they are both practicable and reasonable, 
generally precludes expression of an opinion as to the over all fairness 
of the financial statements. T he independent certified public accountant 
should have well in m ind in his planning what he must do to comply 
with the extended procedures.
Preparatory Planning for Inventories
T he special report (Tentative Statement of Auditing Standards) in 
discussing the first standard of field work relating to adequacy of pre­
paratory planning, points out that this standard emphasizes the time­
liness of auditing procedures and the orderliness of their application. 
T he discussion further points out that the proper execution of auditing
* Some of these textbooks were mentioned previously on pages 4 and 5.
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procedures depends on early arrangements therefor. This is particularly 
true with regard to physical inventories in connection with which early 
consideration of preparatory measures is frequently vital. T he fact that 
the auditor h as not participated in the preparation for the inventory 
may m ilitate against its acceptab ility to the auditor when taken.
These preparatory measures include a survey of conditions in the 
client’s plant and a review of the controls in effect. T he auditor should 
inspect the premises noting the physical arrangement of the stock and 
obtain a visual impression of m anufacturing, warehousing and retailing 
processes. A review of previous physical inventories will yield inform a­
tion as to the characteristics of the inventories, where they are located, 
and how they are valued. Inquiry should be made as to any problems 
encountered by those in charge of taking the previous inventory and 
the nature and amounts of any differences between the physical inventory 
and the books.
Internal Control —  Inventories
Careful study of the internal control in respect of inventories should 
be made as a part of the preparatory work. Adequate internal control 
of inventories should include:
Control of incoming goods and materials and of shipments out of plant, 
warehouse or other locations;
In the case of manufacturing operations, control of materials and manu­
facturing expenses placed in work-in-process, transfers from one process or 
department to another, and of the production of finished goods;
An adequate cost system;
Perpetual inventory records; and
Comparison of the book inventory with a physical inventory at least once 
yearly and a study of the disposition of differences.
If any of these controls are lacking or are weak, consideration must be 
given not only to the procedures to be followed in the inventory observa­
tion and the extent to wh ich the testing of the physical inventory counts 
should be extended, bu t also to how much testing must be done during 
the examination in other areas affected by such condition.
Inventory Instructions
T he client’s written instructions for the physical inventory should be 
reviewed by the auditor and such constructive criticism made as will 
improve procedures. If there are no written instructions, the auditor 
should recommend that the client prepare them. T he auditor also may 
suggest that the controller or other person in charge of the taking of the 
inventory hold a meeting of all persons who will be directing the count 
to assure that such employees have a thorough understanding of their 
duties during the count.
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Adequate written inventory instructions should cover the following 
matters;
1. Necessary preparatory measures, such as arrangement of stock to facilitate 
count, inspection of stock to see that it is properly tagged or other provision 
made to assure its proper identification and description, and segregation or 
proper notation of slow-moving, obsolete or damaged goods.
2. Detailed description of procedures to be followed in counting and listing the 
stock, including the organization of the inventory teams; the duties of the 
counters and instructions as to how the count should be made; the duties of 
the listers and how the description and quantities are to be entered on the 
inventory tags or sheets; and instructions as to the initialing or signing of the 
tags or sheets by such persons.
3. Detailed description of practices to be followed by the persons or teams who 
will verify the inventory count and listing; the procedures required to be 
followed where the recount discloses differences in the original count or 
description; instructions as to the initialing or signing of the tags or sheets by 
the persons or teams making the recount.
4. Instructions to supervisors as to their functions and duties in organizing the 
teams and supervising the work, as to controls to be exercised to guard against 
omissions and double-counting and to assure proper handling of slow-moving, 
obsolete and damaged stock. Instructions should also be given regarding 
the gathering of the tags or sheets after the inventory has been completed.
5. Control of the inventory tags or sheets, which usually involves prenumbering 
in order that each supervisor or team may be charged with a sequence of 
tags. All unused or spoiled tags should be preserved and at the completion 
of the count all tags or sheets issued should be accounted for.
6. Instructions regarding the exclusion from the inventory of goods held on 
consignment or on approval from others. It also is necessary to assure the 
inclusion in the inventory of goods held by others on consignment, or on 
approval, or other contingent basis.
7. Practices to be followed in obtaining a correct cutoff of goods received and 
goods shipped. This involves such instructions and procedures as will assure 
that no goods received after and no goods shipped before the cutoff are 
included in the inventory. It also involves ascertaining that goods billed by 
vendors before but not received at the cutoff date, and goods shipped before 
but billed to customers after the cutoff date, are properly taken into account 
in connection with the inventory.
8. Instructions to the accounting department regarding the pricing, extending, 
footing and summarizing of the inventory and the independent check to be 
made of these operations. The instructions on pricing should include a dis­
cussion of the basis of valuation employed, the method of applying that 
valuation to the items in the inventory and the need for consistency with the 
prior year both in the basis of valuation and in the method of applying it. 
Appropriate instruction also should be included on the valuing of obsolete or 
damaged goods.
Time of Inventory-Taking
Physical inventories are usually taken at the close of the annual or 
semiannual accounting period.
Where adequate records are maintained by the client to support the 
changes during the intervening period, the physical inventory may be 
taken at a date before or after the balance sheet date. If the inventory is
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not taken on the balance sheet date, it preferably should be taken late 
in the year to reduce the volume of intervening transactions and relieve 
pressure on the auditor at the year-end. In any event, it is the responsi­
bility of the auditor to decide, under the circumstances, the period of 
time within which the physical inventory may be taken before or after 
the balance sheet date and still perm it an unqualified certificate. This 
decision cannot be reached without adequate preparatory work.
Where well-kept and internally controlled perpetual inventory rec­
ords are maintained, the physical inventories may be staggered through­
out the year, provided the quantity of each item on hand is compared 
with the related inventory records at least once in each year. T he auditor 
may feel it necessary to do preparatory work prior to each inventory 
observation to assure himself that the auditing procedures adopted will 
establish the credibility of the perpetual inventory records and the re­
liance that may be placed on them in giving an opinion.
Receivables
Receivables, like inventories, if significant in amount, require pre­
paratory work. W hile the auditor, by reason of broad experience, may 
be able to predict fairly well w ithout review the nature of the receiv­
ables, there can be no substitute in the initial engagement for prepara­
tory work. It will be of assistance to the auditor in planning the audit 
program, deciding on the audit procedures, and reaching a conclusion 
as to the method, the time for and the extent of the circularization of 
receivables balances.
In addition to open accounts due from customers, the receivables may 
be found to include notes and trade acceptances, installment contracts, 
and accounts due from officers and employees. T he precise nature of 
these accounts should be determined to aid in establishing the scope of 
the audit.
Notes and Trade Acceptances
Notes receivable usually are regarded as better evidence of indebted­
ness than are open accounts, yet they may be no more than converted 
accounts receivable which, although acknowledged by the debtor, are 
slow of collection. If the notes or trade acceptances are numerous, the 
auditor may plan to inspect them on the balance sheet date sim ulta­
neously with the count of cash funds and other negotiable assets, bu t the 
only certain way of establishing their validity and unpaid balance is 
by correspondence with the makers. T he auditor also should ascertain 
if collateral is held as security for any of the notes. If so, he should plan 
to inspect such collateral at the time of the cash count and to confirm 
it when the related note is confirmed.
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Receivables from Officers and Employees
T he scanning of amounts due from officers and employees, prior to 
the audit date, may serve a useful purpose, particularly if the controls 
with respect to these items are weak. Attention directed to these items 
by the auditor may result in some of them being paid before the balance 
sheet date. In such instances, however, the auditor should ascertain 
during the course of the audit that the pay-off was more than merely 
temporary for year-end purposes and that the loan was not renewed 
shortly after the balance sheet date. The accounts should be reviewed 
to determine their sources and current validity. T he auditor should 
ascertain that all of the accounts have been properly authorized and that 
payments are being made in conformity with the authorizations.
Installment Contracts
Separate records usually are m aintained showing the balances due on 
installment contracts receivable. But where the installment sales are 
not numerous, accounts reflecting them may be found in the ledgers with 
open accounts receivable. If the survey discloses this condition, arrange­
ments should be made to have the installment accounts physically segre­
gated or at least separately identified from the open accounts as at the 
balance sheet date. This is required because it is desirable to state this 
asset separately if significant in am ount on the financial statements. 
Unearned interest included in the contract balance is usually classified 
as deferred income. T he audit procedures to be applied to installment 
contracts receivable closely resemble those applicable to open accounts 
receivable, with the addition of the procedure of examining such portion 
of the installment contracts as may be necessary to satisfy the auditor that 
the installm ent accounts are what they purport to be and that the con­
tracts have not been pledged or otherwise encumbered. T he examination 
of the installment contracts is an area in which advance work may be 
done. During the course of the examination it should be noted whether 
the total of each contract and the amounts of the payments being made, 
as shown by the ledger account, are in accordance with the amounts 
called for by the contract.
Claims, Advances and Deposits
These classes of receivables not infrequently represent matters that 
have been given inadequate attention by the client’s staff. A review of 
these accounts by the auditor prior to the balance sheet date is desirable 
in order that his recommendations may be put into effect before the 
close of the year. These receivables, as a class, may not be significant in 
the balance sheet, but may nonetheless require more than routine audit 
procedures. Claims may be the subject of extensive correspondence by 
the client before a settlement or adjustment is obtained.
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Trade Accounts Receivable
In  his review of these accounts the auditor will be interested to learn 
the num ber of customers, the average balance per account, and whether 
the total of the accounts receivable is made up of a few large balances or 
numerous relatively small balances. In  some cases, he also may wish to 
know the geographical areas in which the customers are located, the 
general type or types of business to which the client sells, and the extent 
to which such businesses are seasonal. W hether the customers are reg­
ular, sporadic or one-time purchasers also is of interest.
A study of the ledger balances of some of the accounts of customers may 
indicate whether these balances can be identified readily as specific 
unpaid items. If they cannot, it may indicate either poor paying habits 
on the part of the customers or negligence or tardiness by the client’s 
staff in making corrections or adjustments for such items as discounts, 
damaged goods and billing errors.
Inform ation such as the foregoing obtained by the auditor as a part 
of the preparatory work will enable him  to plan with confidence his 
procedures for auditing receivables, including the type of confirmation 
and the extent of the circularization which may be desirable in the cir­
cumstances.
Discounted and Pledged Receivables
T he hypothecating (pledging) of trade accounts receivable now is 
recognized by many lending institutions as a suitable medium of financ­
ing, and the practice is encountered with increasing frequency by the 
auditor. W hen accounts receivable are hypothecated the act is evidenced 
by an agreement, usually accompanied by a list of the pledged receiv­
ables. T he ledger account with the debtor may or may not be stamped 
to indicate that the proceeds are to be applied to the account of the 
creditor. W hen notes are pledged they are usually delivered to the 
creditor. W hen notes or trade accounts are discounted or sold, it is 
usually with recourse, and a contingent liability is created that exists 
until the debt has been paid.
During the p reparatory work the auditor should ascertain if any of 
the receivables have been discounted, sold or hypothecated so that he 
may plan to confirm at the balance sheet date the am ount and nature 
of the receivables hypothecated and the am ount of the contingent lia­
bility arising from the sale or discounting of receivables.
Internal Control —  Receivables
T he review of the internal control over receivables is an essential 
part of the preparatory work. T he plan of control should provide for 
the separation of the duties of em ployees so that those keeping receivable 
records are divorced from sales, credit, cash and custody functions. The
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control over receivables should be integrated with the controls over sales 
and cash.
T he control involves adequate records and accurate bookkeeping, 
periodic balancing of the totals of the individual accounts with the gen­
eral ledger controlling account, and the rendering of monthly statements 
to every debtor. I t also involves independent authorization of returns 
and allowances, unusual discounts, and doubtful account write-offs. Still 
other phases of the control relate to credit approval and to the inde­
pendence of action allowed the credit manager.
M anagement has the primary responsibility for establishing and en­
forcing the internal control measures, but the extent and effectiveness 
of such measures is of great concern to the auditor in planning the ex­
amination. In the Statement on Auditing Procedure entitled “Extensions 
of Auditing Procedure,” 5 it was noted that:
“It is worthy of repetition that the extent of sampling and testing should 
be based upon the independent auditor’s judgment as to the effectiveness of 
the internal control, arrived at as a result of investigation, tests and inquiries. 
Depending on his conclusions in this respect, the independent certified 
public accountant should extend or may restrict the degree of detailed 
examination.”
Confirmation of Receivables Balances
T he extended auditing procedures adopted by the membership of the 
American Institute over twelve years ago established as accepted auditing 
procedure the confirmation of receivables by direct communication with 
the debtors. T he extended procedures are stated in the Codification of 
Statements on Auditing Procedure,6 (Appendix B of Chapter 13), as 
follows:
“Where the independent certified public accountant intends to report over 
his signature on financial statements in which notes and accounts receivable 
are a significant factor, confirmation by direct communication with the 
debtors shall, where practicable and reasonable, be a part of generally ac­
cepted auditing procedures; the method, extent and time of obtaining such 
confirmations in each engagement, and whether of all receivables or a part 
thereof, shall be determined by the independent certified public accountant 
as in other phases of procedure requiring the exercise of his judgment.”
There are two types of confirmation requests — positive and negative. 
T he positive method consists of a request addressed to the debtor asking 
him to confirm directly to the auditor that the amounts and other details 
shown in the confirmation are correct or to state wherein the informa­
tion submitted is inaccurate. T he negative method consists of a request 
to the debtor asking him to reply only in case the balance shown on the 
confir mation request is incorrect.
The positive method of confirmation is usually adopted where there 
are indications that there may be disputes, inaccuracies, or irregularities 
in the accounts, or when the receivables arise from sales to a few large
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customers so that the balances involved are of relatively m ajor im­
portance. W here there are no indications that it may be inadequate, 
the use of the negative method conforms to generally accepted auditing 
standards in the majority of situations. Both positive and negative 
methods may be used in the same engagement — the positive as to ac­
counts where a definite reply is regarded as essential and the negative 
where this need does not exist. T he negative form of confirmation 
should not be used where the auditor has reason to believe that it will 
not receive consideration.
It is rare that replies are received to all the requests mailed, and a 
favorable reply to a positive confirmation request is not always conclusive 
evidence that the unpaid receivable balance is correctly stated. Where 
the replies to positive confirmation requests are incomplete the auditor 
is in no better position to judge the reliability of receivable balances 
than he was before sending out the confirmation requests. Experience 
has shown that the percentage of replies varies considerably with the 
type of customer. T he auditor must exercise his judgm ent in deciding 
whether the nature and extent of the response, taken into consideration 
with his other auditing procedures, constitutes a satisfactory basis for 
his opinion as to the reliability of the receivable balances. If he does 
not consider the confirmation results to be adequate he should pursue 
the m atter further either by communicating again with those who have 
not replied or by adopting alternative procedures. Such alternative 
procedures may consist of reference to shipping records, contracts, cor­
respondence, or other documentary evidence, or evidence of subsequent 
collections.
T he extent of the confirming to be done will depend upon the circum­
stances in each case. In  the audit of businesses of moderate or small size 
the auditor may desire to circularize by the negative method the entire 
customer list including accounts showing no balance. If there is reason 
to believe that there are inaccuracies or irregularities in the accounts, 
the auditor should use the positive method of confirmation in the case 
of the accounts that appear to be inaccurate or irregular and the negative 
method in the case of the accounts that appear to be in order. In 
addition to deciding as to the method to be used in confirming the ac­
counts, the auditor must exercise his judgm ent as to whether a limited 
test will be satisfactory or whether requests should be made for confirma­
tion of a substantial portion, or even all, of the balances. In making this 
decision the auditor considers such factors as the type of business and the 
effectiveness of internal control.
Time of Examination and Confirmation
T he examination and confirmation of receivables balances at a date in
advance of the balance sheet date may be advantageous to both the client
and the auditor. T he client, and to a limited extent the auditor, benefits
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from having year-end pressure reduced, and in addition, more time is 
available for both to investigate any differences disclosed. However, the 
execution of the procedures should not be made at a date prior to that 
of the balance sheet unless the auditor is satisfied as to the effectiveness of 
the internal control. W here the auditor is satisfied, the procedures may 
be applied at a date other than that of the balance sheet, bu t within a 
time believed to be reasonable considering the adequacy of the records 
supporting the interim  charges and credits. Such a time ordinarily would 
be not more than two or three months prior to the balance sheet date.
In  some instances the conditions may be such as to w arrant staggering 
the confirmation process throughout the year. This condition might exist 
in a concern which has adopted a plan of cycle billing in order to level off 
the peak periods that occur when the work of balancing with the con­
trolling accounts and the sending out of statements is done at one time for 
all receivables. If the staggered processes are properly applied and the 
results are consistently satisfactory, the extent of the interim  period 
review may be reduced because of the frequency of the auditor’s contacts 
during the period and his greater degree of familiarity with the client’s 
business and receivable record-keeping.
W hile this discussion is primarily concerned with preparatory work it 
should not be inferred that receivables balances must necessarily be con­
firmed on, or in advance of, the balance sheet date. T here may be situa­
tions where confirmation within a reasonable time after the balance 
sheet date constitutes a generally accepted auditing procedure.
PLANNING FOR ASSISTANCE FROM CLIENT
In  many of the larger engagements, where all the elements of a satis­
factory system of internal control are in effect, the client’s staff not only 
prepares the financial statements in such form that little change may be 
required by the auditor, but also performs a great part of the clerical 
work in connection with the audit. T he assistance from the client’s staff 
frees the time of the auditor for more constructive work and reduces the 
audit fee.
T he objections most frequently voiced to the client’s staff doing part 
of the clerical work are that the client’s staff is underm anned and that 
its personnel lacks the necessary ability. These objections are valid in 
many small concerns. Usually it will be found in such situations that 
the accounting has not had the proper attention of management and 
that management has failed to realize that it has the primary respon­
sibility for the accounting and financial statements. W here this is the 
case the auditor has a great opportunity for educational work.
No public accountant should have to be reminded that in any cam­
paign to reduce expenses the spotlight will be directed on his fee. 
Accordingly, he should suggest wherever possible that he receive the 
assistance of the client’s accounting department.
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What Client Can Do to Facilitate Audit
The client’s part in preparing for the audit extends throughout the 
year. T he client should provide for the appointm ent of the auditor as 
early in the year as possible. This will enable the auditor to do his 
preparatory work and plan the audit in a timely and orderly manner. 
T he appropriate employees of the client should be notified of the auditor’s 
appointm ent, the purpose of the audit and its contribution to good 
management. They should understand that participation in preparation 
for the audit constitutes a customary and essential part of their duties.
Copies of minutes of directors’ meetings, leases and contracts should 
be prepared currently for the auditor. Action should be taken promptly 
on any transaction requiring approval of the board of directors, or the 
executive committee, particularly on any such transactions occurring 
near the end of the year, in order to avoid delay in the issuance of the 
auditor’s report.
T he client should notify the auditor well in advance of the date 
for taking the physical inventory and supply him with a copy of the 
inventory instructions in order that he may carefully review the instruc­
tions and discuss them with the client’s staff.
Frequently the auditor has had to work in tram ped space. Suitable 
working quarters will contribute to the efficiency of the auditor and his 
staff and speed the completion of the work. T he designation of one or 
more employees to assist the auditor in obtaining records, vouchers and 
inform ation from the files also will facilitate the work of the auditor.
T he client also can assist the auditor by supplying him with a copy of 
the organization chart and an outline of the duties of the members of 
the client’s accounting staff. T he client also should make available to 
the auditor copies of the classification of accounts and accounting manual 
together with a record of any changes made during the year.
Assistance of Client in Preparing Schedules and Analyses
T he following list includes the more im portant working papers that 
the client’s staff may prepare:
6 .
7.
8. 
9.
10.
11.
12.
General ledger trial balance.
Bank reconciliations.
Accounts receivable trial balance and a schedule of the ages of receivables. 
Schedule of notes receivable and of all other receivables, including amounts 
due from officers and employees.
Detailed analysis of provision for bad debts.
Schedule of investments.
Schedule of additions to fixed asset accounts.
Schedule of depreciation.
Analysis of deferred and prepaid items.
Schedules of accounts payable and of notes payable.
List of shareholders.
Summary of sales and of returns and allowances by months.
1.
2.
3.
4.
5.
Ch. 14] A U D IT PROCEDURES 23
13. Reconciliation of salaries and wages with amounts reported in Federal insur­
ance contribution returns.
14. Analysis of repairs.
15. Analysis o£ tax expense.
16. Schedule o£ charitable contributions.
In  addition to the preparation of these items the auditor may receive 
assistance from the client’s staff in obtaining from the files and arranging 
bank statements, vouchers, vendors’ statements, correspondence and tax 
returns. T he client’s staff can prepare the accounts receivable and ac­
counts payable confirmation forms and after preparation turn them over 
to the auditor for verification and mailing by the auditor with a return 
envelope addressed to the office of the auditor.
Only such work should be done by the client’s staff as is consistent with 
the complete maintenance of the auditor’s independent status and a tti­
tude. T he assistance of the client’s staff should be limited, therefore, to 
purely clerical work which requires no exercise of judgment or profes­
sional skill. Schedules and analyses prepared by the client’s staff must 
be carefully reviewed and compared with the source records by the 
auditor.
Preliminary Review of Accounting Problems
In practically every business, problems of accounting policies or pro­
cedures arise from time to time because of new developments or changed 
conditions. The client’s accounting staff should be free to discuss these 
problems with the auditor when they arise. If the auditor is kept 
informed, any differences of opinion as to the applicable accounting 
principles or procedures may be worked out in advance.
INTERIM WORK
T he line between preparatory and interim  work may not be too 
sharply drawn. Preparatory work is usually associated wi th an initial 
examination and interim  work wi th a repeat engagement. Earlier in this 
chapter the necessity for preparatory wo rk and planning prior to the 
balance sheet date, particularly in a first engagement, has been pointed 
out. T he phases of the work having to do with review of the internal 
control and advance work prior to the close of the year, such as confirma­
tion of receivables or observation of inventory, are usually regarded as 
interim  work in a repeat engagement.
When Can it be Done?
T he possibility of spreading work through the year, thereby m ini­
mizing the load at the peak period (thus covering more territory with 
the personnel available) has claimed the attention of accountants for 
years. There is substantial agreement among accountants that it is
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possible to do a helpful am ount of interim  work on recurring engage­
ments. However, the variety of circumstances and conditions encountered 
in their own offices, as well as the client’s, have made it difficult to lay 
down more than general rules as to the time at which such work may be 
done.
T he procedures relative to the confirmation of receivables and observa­
tion of inventories normally may be undertaken in the last quarter, 
usually not more than ninety days from the year-end, provided suitable 
internal control exists and the intervening transactions can be satisfac­
torily audited. Progress work on other parts of the audit may be done as 
early in the year as the auditor may believe practical.
Usually, interim  work is not considered worthwhile until after six 
months of the year have elapsed and a sufficient volume of the current 
year’s transactions have accumulated. If it is done at an earlier date too 
much work is left to be done after the close of the year. Accountants 
generally feel that the last quarter of the client’s year is the most practical 
period w ithin which to do interim  work. Some work is done in the third, 
but very little in the first and second quarters.
T he problem as to the time when interim  work may be done undoubt­
edly will have further study by the accounting profession in the light of 
modern auditing techniques. Current practices, particularly in the case 
of larger corporate engagements where good internal control exists, are 
directed more toward expressing an opinion on the fairness of the repre­
sentation of management and less at proving the correctness of every item 
on the financial statements. This change of emphasis makes the year- 
end somewhat less im portant as a focal date. T he reader will find two 
articles w ritten by Leonard F. Beckers of interest in this connection.7,8
To What Extent is it Feasible?
Interim  work may result in the expenditure of more time on the 
engagement. Nevertheless, the expenditure of the additional time is 
definitely advantageous from the viewpoint of both the client and the 
practitioner. It is an aggravation to most clients to be unable to release 
year-end financial inform ation promptly. Many of them have to meet 
deadlines established by stockholders’ meetings, stock exchange or 
creditors’ requirements. T he public accountant desires to m aintain a well- 
balanced and efficient staff throughout the year. T he addition to his 
staff of temporary personnel during the peak period is usually unsatis­
factory both to him and to his client. Unless interim  work is done the 
accountant inevitably faces the problem of too much work to be done, 
in too short a time, with too little personnel. More extended adoption 
of the natural business year would be helpful but where that cannot be 
accomplished interim  work is the solution.
M ention has already been made that the review of the system of 
internal control and, where conditions justify it, the ext ended procedures
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relative to the confirmation of receivables and examination of inventories 
may be undertaken prior to the end of the year. There are many other 
auditing procedures which may be performed prior to the peak season.
T he examination of operating accounts can be in a large measure 
accomplished before the close of the year. Analyses and tests of these 
accounts can be done then more effectively than when the pressure on 
time is great. Sales and costs of sales can be examined and study given 
to any unusual trends or variances in profit margins. Cash accounts can 
be reconciled and the usual audit tests made. Additions to fixed assets can 
be scheduled and examined and the soundness of the client’s policy in 
the capitalization of these items ascertained. Minutes, leases, contracts 
and other documents can be reviewed and due weight given to their 
significance. In some cases as much as 80% or more of the audit work 
can be completed in advance of the closing date.
MONTHLY AUDITS
In current practice, monthly audits have become less frequent, but 
they may still be required by small concerns with inadequate accounting 
staffs or for special purposes.
Scope of Work
T he m ajor objective of monthly audits is generally to assure the client 
that there has been a proper accounting for cash, and that all transactions 
were authenticated, properly recorded and posted to the general ledger, 
and to supply the client with a reliable monthly financial statement.
A series of monthly audits usually involves much more detailed audit­
ing in the course of the year than an annual audit. A detailed check of 
all transactions during each m onth may be made or a combination of a 
detailed check of certain of the transactions for certain months and a test 
check and sampling of other transactions, with emphasis usually placed 
on the audit of cash transactions. Its scope will depend upon the size of 
the business, the adequacy of the client’s accounting staff, the internal 
control in effect, and the agreement with the client.
W herever monthly auditing is done and statements are prepared by 
the auditor the problem arises as to whether he should express an opinion 
with respect to such monthly statements. In  the very unusual situation 
where the extended audit procedures in connection with receivables and 
inventories have been applied monthly, the auditor, being otherwise 
satisfied as to the fairness and consistency of the statements based upon 
his monthly audits, may give an unqualified opinion.
In other situations the extended procedures may have been applied 
within a reasonable time before or after the date of the monthly state­
ments in question, or the auditor may have satisfied himself with respect 
to these assets by other procedures. In such circumstances, the auditor,
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being satisfied as to the fairness and consistency of the financial statements 
based on his monthly audits, may give an unqualified opinion, but he 
should disclose the omission of the extended procedures in the scope 
paragraph of this letter or report with respect to either or both of these 
assets, if they are relatively material in amount.
Where the auditor has satisfied himself as to the fairness of the monthly 
financial statement, except in respect of items not sufficiently material 
to preclude an expression of opinion on the statements as a whole but 
nevertheless im portant enough to deserve mention, he should make 
specific disclosure in the opinion.
Where monthly statements are prepared by the auditor w ithout audit 
and presented on his own stationery, the notation Prepared from the 
Books without Audit,  or a similar warning should appear on each page 
of the statements. In the event the auditor’s name is associated with 
such statements the notation will prevent any assumption that he has a 
greater responsibility for such statements than indicated. However no 
accountant should allow his name to be associated with financial state­
ments, even when prepared w ithout audit, if he has reason to believe 
they do not fairly present the financial situation.
In some cases the auditor may prepare the monthly statements on 
forms supplied by the client, which then become a part of the client’s 
records. W here the auditor has not made an audit of the usual scope, the 
question sometimes arises as to how the auditor may protect himself 
against his name being associated with the statements in such a m anner 
that the assumption may be drawn that he takes a greater responsibility 
for the statements than was intended. Under such circumstances it is the 
practice of some auditors to write the client a letter at the first of each 
year setting forth the scope of the work to be performed in connection 
with the preparation of the monthly statements and the extent of the 
responsibility which he will assume for the fairness of such statements. 
T he auditor then requires that each of such monthly statements carry a 
footnote directing attention to the letter.
W here the auditor makes an annual audit and renders a report includ­
ing an opinion, the use on the intervening monthly statements of the 
notation, Prepared from the Books without Audit, may be considered 
misleading or call for unnecessary explanations being made to third 
parties unfam iliar with the situation. In  such cases it would seem appro­
priate for the auditor to accompany the financial statements with a 
letter advising the date of his last audit and the date as of which the 
next succeeding audit will be made by him. T he letter could state, if 
such is the case, that although the attached interim  statements were 
prepared from the books without audit, the accounts were carefully re­
viewed in connection with the preparation of the interim  statements and 
any material adjustments of which the auditor has knowledge have been 
given effect in such statements.
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Year-end Procedures
W here the auditor has made monthly audits, the year-end procedures 
can be reduced. By reason of his frequent contacts the auditor will have 
obtained a full understanding of the business, its organization and its 
operation. He will have an intim ate knowledge of the accounting pro­
cedures and the structure of the accounts. He will be informed generally 
as to the condition of the receivables and inventories and the nature and 
extent of the liabilities. In  such circumstances the auditor should be 
able to so arrange the timing of the extended procedures in connection 
with receivables and inventories, and the scope of his entire audit, as to 
substantially reduce the usual year-end procedures.
CONTROL OF AUDIT PROCEDURES IN PROGRESS
Control of audit procedures is concerned with efficiency in the conduct 
of the audit. It involves the proficiency of assistants, adequate super­
vision, and the use of suitable aids, such as perm anent files, internal con­
trol questionnaires, audit programs, time records and reports. It requires 
the exercise by the auditor of his best judgm ent in determ ining whether 
the time and expense incident to the extension of any particular line of 
inquiry is justified. It recognizes that detail procedures are not to be 
curtailed in any situation where there is risk of a material error going 
undetected. T he proper control of audit procedures is as much a safe­
guard against too little as it is against too much work being done.
T he concepts of materiality and relative risk, under which im portant 
matters are given greater attention and unim portant ones are given less 
attention, has contributed to efficiency in the conduct of audits. Systems 
of internal control with their inherent elements of check and review have 
made it possible, where the auditor is satisfied as to the effectiveness of 
the system, to restrict the extent of the detailed examination. T he devel­
opment of auditing standards requiring, among other things, that the 
audit be performed by persons having adequate training and proficiency 
and that the work be properly planned and supervised, has also tended 
to increase efficiency in the audit. These factors have been discussed at 
some length earlier in this chapter. T he discussion here will be confined 
to the control of audit procedures through the means of supervision and 
time records and reports.
Time Records and Reports
Practices differ widely in the uses made of time records and reports by 
accounting firms. Some firms use them only to accumulate the total time 
on the engagement for billing purposes.
W hen this practice is followed no attem pt is made to control the time 
spent on the engagement by comparison with an estimate of the total time 
required or with the time spent on the previous audit. Under such cir­
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cumstances the firm must rely entirely upon adequate supervision to 
avoid too much or too little work.
O ther firms require a periodic report of the work done showing the 
accumulated time and an estimate of the time required to complete the 
job. Such reports enable the principal to follow the progress of the work, 
watch for over-runs which may indicate a need for his assistance, and to 
estimate the date at which the engagement will be completed.
O ther firms require that the chargeable time be recorded as to each 
of the major classifications of the audit program, as the work progresses. 
This enables the supervisor or principal in charge of the field work to 
note the variances of the actual from the estimated time while the job is 
still in progress and to ascertain the causes while they are still fresh in the 
minds of the staff on the job.
A variance of actual from the estimated time for any classification may 
be due merely to an inaccurate estimate of the time required. On the 
other hand it may be of vital significance. If the actual time spent is 
much less than the estimated time it may indicate that that classification 
has not been given the proper coverage and that further review and 
testing are required to assure that no m aterial error has been overlooked. 
If the actual time is much in excess of the estimated time it may be due 
to the development of unforeseen complications which the supervisor 
or principal should review and call to the attention of the client forth­
with, or it may indicate the need for a change in auditing procedures 
which will accomplish the desired result with the expenditure of less time 
and energy. An over-run of the actual time may also indicate that too 
much attention has been given to unim portant items, or that the staff 
assigned is either lacking in proficiency or not sufficiently experienced to 
handle the grade of work assigned.
T he auditor has frequent contact in business with activities which 
have for their purpose the increase in the efficiency of operations w ithout 
im pairing in any m anner the accomplishment of the ultim ate goals. He 
might well draw a lesson from these activities. Each audit procedure 
adopted should justify its own cost by its contribution to the objective. 
More extensive use of records indicating the time required for the various 
classifications of the audit should assist in obtaining increased efficiency 
in the selection and application of the auditing procedures.
Supervision of Subordinates
T he most effective means of controlling audit procedures is through 
adequate supervision. Supervision should be exercised from the begin­
ning of the preparatory work to the completion of the audit report.
In  planning and supervising the work the supervisor (who in the 
smaller practice will be a principal or partner) should take into consid­
eration the ability of the staff that may be assigned to perform the work. 
In the words of W eldon Powell:9
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“It is, of course, desirable to have a well-trained and thoroughly experienced 
group on every engagement — accountants who have had both a good account­
ing education and a thorough training in the technique of the firm, and 
who have had both wide general auditing experience and some contact with 
the industry of which the particular client is a part. It is preferable also to 
have accountants on each assignment who are temperamentally suited to its 
requirements. The ideal is seldom attained in practice, and this has a 
bearing on the planning of the audit. With a seasoned staff, the supervisor’s 
part may be more general in character; he may outline the broad course of 
the work and leave to subordinates the details. With a less mature staff, the 
supervisor may have to go into many of the details himself, and instruct his 
subordinates specifically as to what they are to do and how they are to do it; 
he also may have to arrange to spend a greater proportion of his own time 
in direct supervision of his assistants during the execution of the engagement, 
and to review their work more thoroughly at its conclusion.”
T he supervisor probably will spend relatively more time on a first audit 
than on a repeat engagement. In any event he should see that the 
assistants have a clear understanding of the tasks assigned to them before 
they start to work, and that they understand not only the operations they 
are expected to perform and the way they are expected to proceed, but 
also the purpose their work is intended to accomplish.
It is usually desirable, particularly in a first engagement, for the super­
visor to accompany the staff members to the client’s office at the start of 
the field work. He should see that the senior-in-charge and his assistants 
are properly introduced to the members of the client’s accounting depart­
ment and to the officers of the client with whom they may have contacts 
during the course of the work. He also should see that they have suitable 
quarters in which to work and that they are made as comfortable as cir­
cumstances permit. Such measures contribute toward m aintaining a high 
esprit de corps.
T he supervisor should be in frequent contact by telephone or other­
wise with the senior-in-charge on the job in order to receive from him 
reports as to the progress of the work and any difficulties encountered. 
After an appropriate period of the work has elapsed he should visit the 
office of the client for the purpose of making a firsthand inspection as to 
the progress of the work. This should be done whether or not the senior- 
in-charge reports the work is proceeding smoothly. On such a visit he 
should scan the audit program and time reports as to the work done, 
scrutinize the working papers on the completed work, review wi th the 
senior-in-charge the next segment of the work, and answer questions.
W hen adequate supervision is given to the work, special problems or 
difficulties arising during the course of the audit can be resolved, and 
such steps or changes in procedures as may be required to meet the 
situation can be decided upon and pu t into execution without undue 
delay. Proper supervision gives assurance that proper control of the 
audit procedures has been maintained.
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Determination of the Existence of Special Problems
Special problems may arise in any one of a m ultitude of situations, 
as every experienced auditor knows. Defalcations, gross errors in keeping 
or balancing the accounts, valuation of inventories, audits of income 
tax returns by the Internal Revenue Bureau, renegotiation proceedings, 
lawsuits, changes in accounting principles or procedures, or changes in 
the client’s personnel or the realignment of their duties are only a few 
of the matters which may give rise to special problems.
Special problems such as those related to changes in accounting prin­
ciples, Internal Revenue Bureau examinations, renegotiations proceed­
ings, or lawsuits, may be disclosed during the preliminary investigation 
of the business and financial history of the client in connection with the 
preparatory work for the examination. O ther problems, such as those 
arising from changes in the client’s personnel or realignment of their 
duties may be discovered during the preliminary work incident to the 
review of the system of internal control. Many of the special problems 
may not be discovered until the actual work of the audit is well in 
progress.
Adequate supervision is essential to solving these problems in a sound, 
satisfactory and efficient manner.
Extension or Changes in Procedure to Meet Special Problems
Where a special problem arises during the progress of the field work 
it should be brought to the attention of the senior-in-charge of the exam­
ination. As soon as he has assessed the seriousness of the problem he 
should communicate with the supervisor in charge of the work advising 
him of the nature of the problem and the extensions or changes in pro­
cedure he believes to be necessary in the circumstances.
If the problem is not too serious the supervisor may be able to imme­
diately advise the senior to proceed with his recommendations. If the 
problem is serious, it should be investigated personally by the super­
visor, and, with the help of the senior, a decision reached as to the exten­
sion or change in procedures required in the circumstances. T he super­
visor should advise and obtain the approval of the principal or partner 
having general oversight of the engagement.
W hen any problem is serious it should be brought to the attention of 
the client and if advisable his approval obtained with respect to the 
extension or changes in procedure. If appropriate the client should be 
advised of any steps that may be taken to avoid a recurrence of the 
problem in the future.
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AUDIT CHECKLIST
Part I. General
Exact name of client
Period from to
Instructions to Staff Members
T his audit checklist is for the use of staff members only and is not to be 
reviewed or discussed with clients.
T he checklist is not designed to fit all examinations. T he objective is 
to present audit procedures to be followed where the conditions of the 
engagement permit. It is therefore not in itself an audit program; it is 
a work sheet useful in preparing a program for each engagement. T he 
checklist has been prepared in such form that it is converted into an 
audit program by checking the procedures to be applied on the engage­
m ent and inserting appropriate data from the time budget opposite each 
of the proposed procedures. In  small assignments the time may be 
budgeted by sections rather than by items. Conversion of the checklist 
has the advantage of facilitating review of the program by the partner, 
principal, manager or supervisor concerned.
T he client should be encouraged to prepare as many account analyses 
and schedules as possible. W henever feasible obtain copies of im portant 
contracts, leases, loan agreements, and similar documents to avoid the 
necessity of making excerpts.
This audit checklist does not usually make reference to working paper 
procedures. Staff members have an obligation to prepare all necessary 
trial balances and other papers in such form as will permit an exhaustive 
review of the field work performed. T o the end that unnecessary auditing 
costs may be eliminated, descriptions of the procedures used should be 
substituted whenever detailed schedules are unnecessary.
2
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PRELIMINARY (to be done in our office) Tim e
budget
A ctual
time
Date
done
Done
by
1. Review permanent file.
2. Review correspondence file.
3. Review work papers of prior year.
4. Discuss engagement with supervisor.
GENERAL
1. Compare trial balance with general ledger.
2. Note general ledger accounts closed dur­
ing the period.
3. Ascertain if comparative trial balances in­
dicate accounts requiring special attention.
4. Review minutes of stockholders, directors 
or special committee meetings, making 
appropriate excerpts (or obtain copies) 
noting matters affecting the accounts.
CASH (See separate Part II)
3
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NOTES RECEIVABLE Time 
budget
Actual
tim e
Date
done
Done
by
1. Compare notes and collateral on hand 
with schedule of notes receivable as to 
makers, dates of notes, due dates, interest 
rates, principal amounts, unpaid balances 
at end of period, collateral, and interest 
receivable or prepaid at end of period.
2. Verify details of notes and collateral not 
on hand by:
(a) Confirmation with holders.
(b) Check of cash received since close of 
period.
3. Confirm details of notes by correspondence 
with maker.
4. Review transactions in the notes receivable 
control account for period and make 
such tests as are appropriate under the 
circumstances. These tests may include 
checking transactions during the period to 
books of original entry and examination 
of correspondence or other documentary 
evidence, giving particular attention to 
notes renewed.
5. Make provision for uncollectibility after 
giving consideration to opinion of manage­
ment, credit standing of maker, value of 
collateral, past clue items and any other 
pertinent data.
6. Analyze and, if appropriate, reclassify:
(a) Notes receivable from officers, directors, 
stockholders, employees and affiliated 
companies.
(b) Nontrade notes receivable not included 
above.
(c) Noncurrent notes receivable.
7. Review and excerpt any agreements en­
tered into when notes receivable were 
obtained, pledged or discounted.
8. Verify or test interest income on notes 
receivable for period.
4
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A C C O U N T S  R E C E I V A B L E
T i m e  
b u d g e t
A c t u a l
t i m e
D a t e
d o n e
D o n e
b y
1. C o m p a r e  b a la n c e s  in  c u s to m e r s ’ le d g e r  a c ­
c o u n t s  w i t h  a m o u n ts  s h o w n  o n  tr ia l  b a l ­
a n c e  a n d  te s t c o l le c t io n s  s in c e  c lo s in g  d a te .  
T e s t  a c c u r a c y  o f  a g in g .
2. F o o t  tr ia l  b a la n c e  a n d  c o m p a r e  to t a l  w ith  
c o n tr o l  a c c o u n t  b a la n c e  in  g e n e r a l  le d g e r .
3. R e v ie w  g e n e r a l  le d g e r  c o n tr o l  a c c o u n t  a n d  
s a tis fy  y o u r s e lf  as to  e n tr ie s  w h ic h  a re  u n ­
u s u a l  as to  a m o u n t  o r  so u r c e .
4 . M a k e  te s t  c ir c u la r iz a t io n  o f  c u s to m e r s ’ 
a c c o u n ts  b y  d ir e c t  c o m m u n ic a t io n .
5 . S u m m a r iz e  r e s u lt s  o f  c ir c u la r iz a t io n ,  i n ­
v e s t ig a t in g  d if fe r e n c e s  a n d  u n a n s w e r e d  
p o s it iv e  r e q u e s t s .
6 . S e g r e g a te  a n d , i f  a p p r o p r ia t e ,  r e c la s s ify
fo r  s ta t e m e n t  p u r p o se s ;
(a) C r e d it  b a la n c e s .
(b ) A c c o u n ts  d u e  fr o m  officers, d ir e c to r s ,  
s to c k h o ld e r s ,  e m p lo y e e s  a n d  a ff il ia te d  
c o m p a n ie s  (c o n f ir m  u s in g  p o s i t iv e  
fo r m ) .
(c) O th e r  r e c e iv a b le s ,  in c lu d in g  n o n tr a d e  
a c c o u n ts  a n d  d e b i t  b a la n c e s  in  a c ­
c o u n t s  p a y a b le .
7. T e s t  fo r  h y p o t h e c a t io n  a n d  a s s ig n m e n t  o f  
a c c o u n ts .  W h e r e  n e c e s s a r y , o b t a in  c o n ­
f ir m a t io n s .
8 . T e s t  a c c o u n ts  fo r  in c lu s io n  o f  c h a r g e s  
fo r  c o n s ig n m e n t s  — o u t  o r  fo r  f u t u r e  d e ­
l iv e r ie s .
9 . I f  a c c o u n ts  r e c e iv a b le  w e r e  te s te d  a t  a n  
in t e r im  d a te ,  p r e p a r e  s c h e d u le  o f  c h a n g e s  
in  c o n tr o l  a c c o u n t  fr o m  th a t  d a t e  to  d a te  
o f  b a la n c e  s h e e t ,  t r a c in g  a l l  r e c o n c i l in g  
i t e m s  to  b o o k s  o f  o r ig in a l  e n tr y . A ls o  d e ­
te r m in e  th a t  c l i e n t  h a s  p r o v e d  it s  c o n tr o l  
b a la n c e  w i t h  th e  d e t a i l  a t  th e  b a la n c e  
s h e e t  d a te .  I n  th e  e v e n t  th a t  th e r e  is  
e v id e n c e  o f  m a t e r ia l  w e a k n e ss  in  th e  sy s­
te m  o f  in t e r n a l  c o n tr o l  w i t h  r e s p e c t  to  
th e  r e c e iv a b le s ,  th e s e  p r o c e d u r e s  m u s t  b e  
e x p a n d e d  to  a ffo r d  a s su r a n c e  o f  th e  s u b ­
s ta n t ia l  a c c u r a c y  o f  th e  b a la n c e s  o f  r e ­
c e iv a b le s  a t  th e  b a la n c e  s h e e t  d a te  a n d  o f  
th e  s a le s  d u r in g  th e  p e r io d  e n d e d  o n  th a t  
d a te .
10. R e v ie w  a n d  e x c e r p t  u n u s u a l  s a le s  c o n ­
tr a c ts . N o t e  in f o r m a t io n  as to  t i t l e  to  
m e r c h a n d is e ,  t im e  o f  b i l l in g s ,  m e th o d s  
a n d  t im e s  o f  p a y m e n ts  a n d  o th e r  s p e c ia l  
p r o v is io n s .
5
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A C C O U N T S  R E C E I V A B L E  (C o n t ’d )
11. D e te r m in e  r a t io  o f  o u t s t a n d in g  a c c o u n ts  
r e c e iv a b le  to  n e t  c r e d it  s a le s . C o m p a r e  
r a t io  w ith  th a t  o f  p r io r  y ears .
T i m e
b u d g e t
A c t u a l
t i m e
D a te
d o n e
D o n e
b y
A C C O U N T S  R E C E I V A B L E  A L L O W A N C E S
1. S a t is fy  y o u r s e l f  th a t  a c c o u n ts  c h a r g e d  o ff  
h a v e  b e e n  p r o p e r ly  a p p r o v e d  a n d  th a t  
c o n tr o l  h a s  b e e n  e s t a b l is h e d  o v e r  r e c o v ­
e r ie s .
2 . R e v ie w  a g e d  tr ia l b a la n c e  w i t h  c r e d it  
m a n a g e r  fo r  p u r p o s e  o f  d e t e r m in in g  c o l ­
le c t ib i l i t y .  W it h  r e s p e c t  to  a c c o u n ts  o f  a 
d o u b t f u l  n a tu r e ,  e x a m in e  c o r r e s p o n d e n c e  
f i le  a n d  o th e r  p e r t in e n t  d a ta .
3. N o t e  d if fe r e n c e ,  i f  a n y , b e tw e e n  b a s is  fo r  
b a d  d e b t  e x p e n s e  p e r  b o o k s  a n d  fo r  ta x  
p u r p o s e s .
4 . S u m m a r iz e  in f o r m a t io n  r e q u ir e d  fo r  b a d  
d e b t  s c h e d u le  o n  F e d e r a l in c o m e  ta x  
r e tu r n .
5 . R e v ie w  a d e q u a c y  o f  a l lo w a n c e s  fo r  fr e ig h t ,  
tr a d e  d is c o u n t s ,  r e tu r n s ,  c la im s  fo r  d e fe c ts  
a n d  a n y  o th e r  c r e d it  m e m o r a n d a  is su e d  
a ft e r  th e  e n d  o f  th e  p e r io d .
6 . S a t is fy  y o u r s e l f  th a t  b a la n c e s  a t  e n d  o f  
p e r io d  a r e  a d e q u a te .
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S E C U R I T I E S  A N D  I N V E S T M E N T S
T i m e
b u d g e t
A c t u a l
t i m e
D a t e
d o n e
D o n e
b y
1. I f  c o u n t e d  a t o th e r  th a n  b a la n c e  s h e e t  
d a te ,  s a t is fy  y o u r s e lf  as to  th e  a u t h e n t ic i ty  
o f  a ll  in t e r im  tr a n s a c t io n s .
2 . P r e p a r e  o r  o b t a in  p r io r  to  c o u n t ,  a n a ly s is  
o f  s e c u r it ie s  s h o w in g  d e s c r ip t io n ,  c e r t i f i ­
c a te  n u m b e r ,  p a r  o r  d e n o m in a t io n ,  n u m ­
b e r  o f  s h a r es  a n d  fa c e  v a lu e ,  c o st , d a te  o f  
p u r c h a s e ,  c h a n g e s  d u r in g  p e r io d , a m o u n t  
a n d  b a s is  a t  w h ic h  c a r r ie d  o n  b o o k s , d a te  
o f  m a t u r ity ,  in c o m e  r e c e iv e d  a n d  a c c r u e d ,  
m a r k e t  v a lu e  a t e x a m in a t io n  d a te  ( in d i ­
c a te  s o u r c e  o f  in f o r m a t io n ) ,  lo c a t io n ,  a n d  
i f  p le d g e d  n a m e  o f  h o ld e r  a n d  n a tu r e  o f  
d e b t .
3. C h e c k  a ll  d e ta i l s  o f  s e c u r it ie s  to  s e c u r ity  
a n a ly s is  a n d  o b t a in  c o n f ir m a t io n  fr o m  th e  
h o ld e r s  as to  a ll  s e c u r it ie s  w h ic h  a r e  n o t  
o n  h a n d . ( T h is  c h e c k  s h o u ld  b e  m a d e  a t  
th e  s a m e  t im e  as c a sh  is c o u n t e d  u n le s s  
c le a r e d  b y  s u p e r v iso r ) .
4 . E x a m in e  m o r tg a g e s  a n d  o b t a in  c o n f ir m a ­
t io n s  fr o m  m o r tg a g e e s .
5 . S a t is fy  y o u r s e l f  th a t  s e c u r it ie s  a r e  in  c o m ­
p a n y  n a m e  o r  h a v e  b e e n  p r o p e r ly  e n d o r s e d  
a n d  th a t  a ll  u n m a tu r e d  c o u p o n s  a re  
a t ta c h e d .
6. E x a m in e  b r o k e r s ’ a d v ic e s  in  s u p p o r t  o f  
p u r c h a s e s  a n d  s a le s  o f  s e c u r it i e s  d u r in g  
p e r io d .
7. O b t a in  r e c e ip t  fr o m  p r o p e r  c u s to d ia n  fo r  
r e tu r n  o f  s e c u r it ie s  a f t e r  e x a m in a t io n  is 
c o m p le te d .
8. S a t is fy  y o u r s e lf  th a t  in c o m e  fr o m  s e c u r i­
t ie s  h a s  b e e n  p r o p e r ly  r e c o r d e d , in c lu d in g  
a m o r t iz a t io n  o f  b o n d  p r e m iu m s  a n d  a c ­
c u m u la t io n  o f  d is c o u n t ,  a n d  th a t  g a in s  a n d  
lo s se s  o n  s a le s  h a v e  b e e n  p r o p e r ly  c o m ­
p u te d .  P r e p a r e  s u m m a r y  fo r  ta x  r e tu r n ;  
in c lu d e  h o ld in g  p e r io d .
9. C o m p a r e  q u o t e d  m a r k e t  v a lu e s  w i t h  c o st  
o r  b o o k  v a lu e  a n d  c o n s id e r  n e c e s s ity  fo r  
a llo w a n c e .  I f  m a r k e t  q u o ta t io n s  a re  n o t  
a v a i la b le  e x a m in e  f in a n c ia l  s ta te m e n ts  o r  
o th e r  e v id e n c e s  o f  v a lu e .
10. I f  a m o u n t  o f  s e c u r it ie s  is s ig n if ic a n t  in v e s ­
t ig a te  m a r k e t  c h a n g e s  s in c e  e x a m in a t io n  
d a te  a n d  m a k e  a p p r o p r ia t e  d is c lo s u r e  o n  
f in a n c ia l  s ta te m e n ts .
11. S e g r e g a te  s e c u r it ie s  o f  a ff ilia te s  o r  c o n ­
tr o l le d  c o m p a n ie s .
12. S e g r e g a te  c u r r e n t  fr o m  n o n c u r r e n t  in v e s t ­
m e n t s .
7
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INVENTORIES Tim e
budget
A ctual
tim e
Date
done
Done
by
I. Ascertain locations of inventories and ar­
range for observation of physical counts.
2. Review client’s inventory instructions to 
determine whether or not the procedures 
outlined will result in a reasonably ac­
curate inventory. If intended procedures 
do not appear satisfactory and the client 
is unwilling to alter them, refer the situa­
tion to the partner in charge.
3. Observe inventory taking and make suf­
ficient test checks to determine (1) that 
procedures are being followed, and (2) 
that counts are reasonably accurate. In 
testing the inventory procedures care 
must be taken to guard against variations 
in the quality of performance in divisions, 
departments and other operating sections 
of the concern.
4. Satisfy yourself that there is proper con­
trol of inventory tags and that all are 
picked up and accounted for at time of 
physical inventory.
5. Test accuracy of footings and extensions 
of company’s inventory and satisfy yourself 
that quantities and values are reasonable.
6. Test check company’s inventory tags, 
count sheets and other data to inventory 
summary.
7. Check test counts to company’s final 
inventory.
8. Summarize scope of inventory observa­
tion and state opinion of procedures and 
accuracy of counts.
9. Investigate material differences between 
book and physical inventories.
10. Obtain confirmations on goods in hands of 
suppliers and licensed public warehouses. 
Satisfy yourself as to the standing of all 
custodians and, if the amounts are sub­
stantial, as to the quality of the inven­
tories in custody.
11. At inventory date obtain last number of 
receiving tickets, shipping tickets, cus­
tomers’ invoices and other prenumbered 
documents in use and satisfy yourself as 
to proper matching of revenues and re­
lated purchase and production costs 
during the period.
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I N V E N T O R I E S  (C o n t ’d) T i m e
b u d g e t
A c t u a l
t i m e
D a t e
d o n e
D o n e
b y
12. A s a c h e c k  o f  th e  w o r k  in  p r o c ess  a n d  
f in is h e d  g o o d s  in v e n t o r ie s ,  r e v ie w  sa le s  
p r e c e d in g  c lo se  o f  fisca l p e r io d  to  d e t e r ­
m in e  th a t  g o o d s  s h ip p e d  h a v e  n o t  b e e n  
in c lu d e d  in  in v e n to r y .
13. S a t is fy  y o u r s e lf  th a t  l i a b i l i t i e s  fo r  i te m s  
in c lu d e d  in  in v e n t o r y  h a v e  b e e n  p r o p e r ly  
r e c o r d e d  a n d  th a t  l ia b i l i t i e s  h a v e  a r ise n  
o n ly  fr o m  p r o p e r ly  r e c o r d e d  m a te r ia ls  
r e c e iv e d  o r  in  tr a n s it .
14. T e s t  p r ic e s  o f  raw  m a t e r ia l  a n d  p u r c h a s e d  
p a r ts  to  in v o ic e s  o r  o th e r  d o c u m e n ts  i n ­
c lu d in g  p u r c h a s e  c o n tr a c ts .
15. S a t is fy  y o u r s e l f  th a t  a l l  i t e m s  o f  ra w  
m a t e r ia l  o r  f in is h e d  p a r ts  a re  u s a b le  b y  
th e  c o m p a n y  a n d  th a t  f in is h e d  g o o d s  a re  
o f  c u r r e n t  m a r k e ta b le  q u a l i t y .
16. T e s t  m e th o d  o f  c o s t in g  w o r k  in  p r o c ess  
a n d  f in is h e d  g o o d s  a n d  s a t is fy  y o u r s e lf  
th a t  a c c u m u la t e d  c o st  d o c s  n o t  e x c e e d  
m a r k e t .  S u m m a r iz e  m e th o d  o f  c o s t in g  
u s e d  b y  c o m p a n y  a n d  s ta te  o p in io n  as to  
r e a s o n a b le n e s s  o f  m e th o d .
17. S a t is fy  y o u r s e l f  as to  th e  v a lu a t io n  o f  
o b s o le t e  a n d  s lo w -m o v in g  g o o d s .
18. S a t is fy  y o u r s e l f  th a t  p r o p e r  p r o v is io n  is 
m a d e  fo r  lo s se s  o n  p u r c h a s e  c o m m it m e n ts .
19. S a t is fy  y o u r s e l f  th a t  v a lu a t io n  p r o c e d u r e s  
a r e  c o n s is t e n t  w i t h  th o s e  u s e d  in  p r io r  
yea rs .
20 . S a t is fy  y o u r s e l f  th a t  g o o d s  h e ld  o n  c o n ­
s ig n m e n t  o r  h e ld  fo r  o th e r s  a re  p r o p e r ly  
e x c lu d e d  fr o m  in v e n t o r y ,  a n d  th a t  t i t l e  to  
th e  i te m s  in c lu d e d  in  in v e n t o r y  h a s  n o t  
p a s se d  to  o th e r s .
2 1 . I n v e s t ig a te  a n d  c o n f ir m  h y p o th e c a t io n  o f  
in v e n to r y .
2 2 . S a t is fy  y o u r s e l f  th a t  q u a n t i t ie s  o n  h a n d  
a r e  in  r e a s o n a b le  p r o p o r t io n  to  r e q u ir e ­
m e n t s  o f  th e  c o m p a n y .
2 3 . E x p la in  m a te r ia l  v a r ia t io n s  in  r a te  o f  g ro ss  
p r o f it  a n d  in v e n to r y  tu r n o v e r .
24 . O b t a in  in v e n to r y  c e r t if ic a te .
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PREPAID INSURANCE Tim e
budget
Actual
tim e
Date
done
Done
by
1. Examine insurance policies and satisfy 
yourself as to the adequacy of coverage.
2. Test mathematical accuracy of prepaid 
insurance and insurance expense and sat­
isfy yourself that unpaid premiums have 
been recorded.
CASH SURRENDER VALUE OF 
LIFE INSURANCE
1. Confirm cash surrender values at end of 
period, title to the policies, absence of 
liens and current status of the premiums.
2. Determine amount of life insurance 
premiums not allowable as a deduction 
for tax purposes.
PATENTS, TRADEMARKS, GOODWILL 
AND OTHER INTANGIBLE ASSETS
1. Satisfy yourself as to the propriety of 
capitalization and amortization policies.
2. Vouch material additions.
OTHER PREPAID EXPENSES, DEFERRED 
CHARGES AND SUNDRY ASSETS
1. Satisfy yourself that prepayments or de­
ferments represent proper charges to 
future operations.
2. Vouch material transactions during period.
3. Confirm special deposits.
4. Classify current and noncurrent items.
Ch. 14] APPENDIX A 11
FIXED ASSETS AND RELATED 
DEPRECIATION ACCOUNTS
Tim e
budget
A ctual
time
Date
done
Done
by
I. Review basis of valuation.
2. Examine vouchers or other data support­
ing significant changes to the property 
accounts during the year.
3. Make physical inspection of major addi­
tions, if appropriate.
4. Review related expense accounts to satisfy 
yourself that all items properly capital­
izable have been included in the property 
accounts.
5. Examine leases and satisfy yourself as to 
amortization of leasehold improvements.
6. Satisfy yourself that depreciation policy 
is consistent with that of prior years and 
that rates used are reasonable.
7. Identify and, if material, segregate for 
statement purposes property pledged.
8. Summarize for tax purposes details of sales, 
abandonments or other dispositions of 
property. (Show period held.)
9. Prepare exhaustion schedule for tax re­
turn, where necessary .
10. If necessary, reconcile property and re­
lated reserve accounts with amounts used 
for tax purposes.
11. Determine if current appraisals have been 
made for insurance purposes. (Consider 
adequacy of insurance coverage.)
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NOTES PAYABLE
1. Confirm notes payable with holder as to 
date, payee, amount, interest rate, ma­
turity date, collateral, interest accrued to 
statement date, payments made and 
endorsements.
Time
budget
Actual
time
Date
done
Done
by
2. Review transactions in the notes payable 
account for period and satisfy yourself 
as to all significant changes. Compute 
■ interest and reconcile with related ex­
pense account. Account for additional 
interest expense.
3. Inspect and excerpt (or obtain copies of) 
all loan agreements.
4. Examine minute book for authorization 
of signers.
5. Segregate for statement purposes, if ap­
propriate, notes payable to affiliated com­
panies, stockholders, directors, officers and 
employees.
6. Segregate for statement purposes notes 
having a maturity of more than one year 
from statement date.
7. Satisfy yourself as to required disclosure 
of restrictions in loan agreements, liens 
on assets and other contract arrangements.
Ch. 14] APPENDIX A 13
ACCOUNTS PAYABLE Timebudget
Actual
time
Date
done
Done
by
1. Foot and reconcile list of accounts payable 
with general ledger control account.
2. Test individual balances by inspection of 
vouchers, invoices, monthly statements and 
other documents.
3. Confirm large items, items of an unusual 
nature, items in controversy, and loans 
from officers, employees and others.
4. Satisfy yourself that liability has been re­
corded for consignment merchandise sold.
Segregate liabilities to trade creditors.
6. Test receiving records for period imme­
diately prior to balance sheet date to as­
certain that liabilities have been recorded.
7. Examine entries in voucher register, cash 
book and receiving record in subsequent 
period to determine that entries do not 
represent unrecorded liabilities at the 
statement date.
Satisfy yourself by reference to tax returns 
or other documentary evidence that 
amounts withheld for tax or other pur­
poses have been properly recorded as lia­
bilities.
9. Review and excerpt important purchase 
agreements.
10. Determine that liability for profit sharing 
or pension fund contribution is computed 
in accordance with terms of agreement.
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ACCRUED LIABILITIES
1. Reconcile material transactions in accrued 
liability accounts with related expense ac­
counts.
Time
budget
Actual
time
Date
done
Done
by
2. Review and excerpt (or obtain copies of) 
the following agreements:
(a) Union and other employment con­
tracts or published statements of pol­
icy regarding salaries and wages.
(b) License and royalty agreements.
(c) Salesmen’s and sales agents’ contracts.
(d) Warranty and service contracts.
(e) Leases.
(f) Other pertinent contracts.
3. Satisfy yourself as to adequacy of accrued 
liabilities by reference to contractural ob­
ligations, tax returns filed, tax bills paid, 
disbursements subsequent to end of pe­
riod, and other evidence.
4. Satisfy yourself that provision has been 
made for all accrued liabilities. Attention 
is directed to the following accrued lia­
bilities:
Salaries, wages and bonuses.
Commissions.
Royalties.
Real estate and personal property
taxes.
Social security and unemployment in­
surance taxes.
Insurance.
Rents.
Interest.
Satisfy yourself that all accrued liabilities 
give rise to proper charges against current 
income.
6. Determine whether the additions to ac­
crued liabilities are deductible for tax 
purposes.
Ch. 14] APPENDIX A 15
INCOME TAXES
Analyze account for year, check payments 
to books of original entry and satisfy your­
self that liabilities have been adequately 
provided for or, if contingent, disclosed.
2. Indicate latest year that income tax re­
turns have been examined.
3. Satisfy yourself that revenue agents’ ad­
justments have been reflected on the 
books, in statements and on subsequent 
returns.
4. Obtain copies of revenue agents reports 
for file.
Tim e
budget
Actual
time
Date
done
Done
by
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CONTINGENT LIABILITIES Timebudget
Actual
time
Date
done
Done
by
1. Obtain liability certificate.
2. Obtain letters from attorneys.
3. Satisfy yourself that all contingent liabil­
ities have been ascertained and will be 
disclosed. The following check list is not 
intended to preclude consideration of 
other possible contingent liabilities.
Notes receivable discounted or sold
Guarantees on products
Guarantees on obligations
Lawsuits
Infringements
Contracts
Purchase commitments 
Defense contract obligations 
Liabilities arising from government 
regulations
Ch. 14] APPENDIX A 17
CAPITAL STOCK T im e
budget
A ctual
time
Date
done
Done
by
1. If appropriate, obtain or prepare trial 
balances of stock certificate books at end 
of period.
2. Analyze capital stock accounts for period.
3. If there were changes in the number of 
shares authorized, issued or outstanding 
or changes in the character or descrip­
tion of any issue, determine that such 
changes were approved by the board of 
directors, stockholders, and governmental 
authorities, as applicable.
4. Satisfy yourself that adequate considera­
tion was received for any additional shares 
issued.
5. Satisfy yourself that stock transfers have 
been properly handled and that transfer 
stamps have been affixed.
6. Make inquiries as to the existence of stock 
options, warrants, rights or conversion 
privileges.
7. If stock has been subscribed on an install­
ment plan, ascertain whether or not any 
payments are in arrears.
8. Summarize stock holdings for income tax 
return.
9. Confirm shares authorized, issued, and 
held in company name with transfer agent 
and registrar where applicable.
10. Satisfy yourself as to total amount of div­
idends in arrears on outstanding cumula­
tive preferred stock at end of period.
11. Analyze treasury stock account for period.
12. Satisfy yourself that statement presenta­
tion of shares held in treasury is in 
accordance with laws of the state of in­
corporation.
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RETAINED EARNINGS T im e 
budget
Actual
tim e
D 2 te
done
Done
by
I. Analyze retained earnings account for 
period.
2. Satisfy yourself that dividends paid or 
declared have been authorized by board of 
directors.
3. Satisfy yourself that liability for dividends 
declared but unpaid at end of period had 
been properly recorded.
4. Satisfy yourself as to restrictions, if any, 
on retained earnings at end of period 
which result from loan or other agree­
ments, or from state law.
5. Satisfy yourself that appropriations of 
retained earnings during the period have 
been approved by board of directors.
CAPITAL ACCOUNT S OF 
PARTNERSHIPS AND PROPRIETORSHIPS
1. Analyze capital accounts for period.
2. Analyze drawing accounts for period.
3. Review and excerpt or obtain copy of 
partnership agreement.
4. Obtain confirmation from partners as to 
the correctness of their accounts.
OTHER CAPITAL ACCOUNTS
1. Analyze other capital accounts for period.
Ch. 14] APPENDIX A 19
INCOME AND EXPENSE T im e
budget
Actual
tim e
Date
done
Done
by
The verification of income and expense ac­
counts has for the most part been covered 
in the cash and test of transactions programs 
and in the programs for balance sheet ac­
counts which have a direct bearing on various 
income and expense accounts. In addition, 
however, the following procedures should be 
carried out.
1. To the extent feasible, satisfy yourself as 
to the relationship between revenues, by 
categories, and related purchase or pro­
duction costs.
2. Obtain a breakdown of sales by products, 
if practicable, and account for significant 
variations from prior period.
3. Satisfy yourself that client has applied ac­
counting principles consistently through­
out the period and with prior periods.
4. Compare operating accounts with those 
of prior period and account for significant 
variations.
5. Obtain or prepare analyses of the im­
portant items in the following accounts, 
using data from other work papers when­
ever possible:
(a) Repair's and maintenance.
(b) Officers’ salaries.
(c) Professional fees.
(d) Charitable contributions.
(e) Taxes
(f) Rental income and expen.se.
(g) Royalty income and expense.
(h) Interest income and expense.
(i) Prior year adjustments.
(j) Gains and losses on sales of assets.
(k) Miscellaneous income and expense.
(l) Any unusual and significant income 
and expense accounts not listed above, 
as determined by supervisor.
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Part II. Cash and Test of Transactions
Exact name of client
Period from to
Month(s) selected for test of transactions
Note to Staff Members
T he supervisor or in-charge accountant shall determine in advance of 
the balance sheet date whether the verification of cash requires simul­
taneous verification and control of notes receivable, securities, collateral 
and other negotiable assets.
T he test of transactions has as one of its purposes the testing of the 
system of internal control.
Any indication of shortage or misuse of the company’s funds must be 
reported immediately to the supervisor or partner in charge, and in no 
event should any discussion regarding these matters be held with officers 
or employees of the client except by the supervisor or partner in charge.
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Cash in Banks
As the first step in the cash in banks program, obtain the following 
items from the client:
1. List of individuals authorized to sign and countersign checks.
2. Beginning and ending bank reconciliations for the test period, including lists 
of outstanding checks.
3. Bank statements and cancelled checks for both the test month(s) and subse­
quent months.
4. Cash receipts and cash disbursements records.
As procedures in the cash in banks program are performed, a proof of 
cash for each bank account should be developed in the following form:
Beginning Bank Cash Cash Ending Bank
Reconciliation Receipts Disbursements Reconciliation
(------------- 19— ) (------------- 19— )
Per bank statement | I
Deposits in transit: 
Beginning 
Ending
Outstanding checks: 
Beginning 
Ending
Other reconciling 
items (describe)
Per books
If the last m onth of the period is selected for the test of transactions, the 
supplemental program for cash in banks at balance sheet date need not 
be completed. If an interim  m onth (or interim  months) has been selected 
for this test, the supplemental program for cash in banks at balance sheet 
date is required.
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CASH IN BANKS Tim e
budget
 
A ctual
tim e
Date
done
Done
by
Beginning Bank Reconciliation  
1. Prove arithmetical accuracy, including de­
tails of grouped outstanding checks.
2. Trace bank balance to bank statement and 
book balance to general ledger account; 
insert balances in proof of cash.
3. Indicate on the proof of cash the dates 
that the deposits in transit were credited 
on the bank statement.
4. Check other reconciling items, examine 
documents in support thereof, and in­
dicate how they were ultimately cleared.
Cash Receipts
1. Trace deposits from the cash book to the 
bank statement and prepare a list of any 
items which are not deposited promptly.
2. Inspect evidence in support of and ac­
count for:
(a) Deposits on bank statement not re­
flected as receipts on books.
(b) Receipts on books not shown as de­
posits on bank statement.
3. Foot the cash receipts column and test 
footings of distribution columns; crossfoot 
totals. Enter total amount of receipts on 
proof of cash.
4. Trace all postings from the cash receipts 
record to the general ledger.
5. Foot deposits recorded on the bank state­
ment and insert total in proof of cash.
In terbank and Intercom pany Transfers 
1. Prepare a schedule of intercompany and 
interbank transfers for the week preceding 
and the week following the date of the 
ending bank reconciliation.
2. Account for transfers to the payroll and 
imprest bank accounts and ascertain that 
each receipt and its related disbursement 
are reflected in the same period.
Cash D isbursemen ts
1. Compare all cancelled checks with the 
cash disbursements record as to number, 
date, payee and amount. Trace checks 
issued prior to the test month(s) to the 
list of outstanding checks in the beginning 
bank reconciliation. Account for all check 
numbers.
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CASH IN BANKS (Cont’d) Tim e
budget
Actual
time
Date
done
Done
by
2. Obtain or prepare a list of the outstand­
ing checks at the end of the test month (s):
(a) Prove fooling of the list, including 
details of grouped outstanding checks.
(b) Trace items not cleared from the be­
ginning bank reconciliation’s out­
standing check list.
(c) Trace uncleared checks from the cash 
disbursements record for the test 
month (s).
(d) Indicate on the list the number, date 
and payee of intercompany checks, in­
terbank checks and any large or un­
usual checks.
3. Examine check perforations on a test 
basis. This step is necessary to determine 
that the checks cleared through the bank 
during the test month (s) and may be 
omitted if checks are obtained directly 
from the bank.
4. Examine signatures and endorsements of 
checks on a test basis. Compare endorse­
ments with names of payees on the face 
of checks. List checks that are not en­
dorsed by payees, those endorsed manually 
by business concerns, and other endorse­
ments deemed irregular.
5. List for further investigation checks 
drawn to “bearer,” “cash,” “bank,” “com­
pany,” “employee” (other than payroll 
checks) “officer,” those for disbursement 
in currency, post dated checks and any 
other large or unusual disbursements. In­
dicate on the schedule the purposes of the 
disbursements.
6. Ascertain that bank memoranda which 
are material in amount have been dis­
tributed to appropriate accounts in the 
records.
7. Foot the cash disbursements column and 
test footings of distribution columns; cross­
foot totals. Enter total amount of dis­
bursements on proof of cash.
8. Trace postings from the cash disburse­
ments record to the general ledger.
E nding Bank Reconciliation  
1. Trace bank balance to bank statement and 
confirmation and book balance to general 
ledger account and enter in proof of cash.
2. Confirm details of deposits in transit at 
reconciliation date.
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budget
A ctual
tim e
Date
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3. Scrutinize the details of deposits in transit. 
With reference to particulars shown by 
the cash receipts book, list unusual items 
and checks drawn by the company. Com­
pany checks should be cross-referenced to 
the lists of outstanding checks and the 
schedule of intercompany and interbank 
transfers.
4. Check other reconciling items, examine 
documents supporting, and indicate how 
they were ultimately cleared.
5. Compute the total disbursements per bank 
statement, utilizing the beginning balance, 
deposits and ending balance, and enter 
on proof of cash.
6. Complete the proof of cash and indicate 
that footings and cross-footings were veri­
fied.
Follow -up
1. Obtain bank statements and cancelled 
checks which cleared the bank following 
the ending reconciliation date. Whenever 
possible, statements and cancelled checks 
should be received directly from the bank.
2. If bank statements and paid checks are 
not obtained directly from the bank, as­
certain that the checks and bank debit 
and credit memoranda are the items listed 
in the bank statement by one of the fol­
lowing procedures:
(a) Inspecting the perforations and trac­
ing items individually to the bank 
statement.
(b) Inspecting the perforations and recon­
ciling the computed disbursements 
per bank statement with an adding 
machine total of the checks and debit 
memoranda presented.
3. Trace checks dated on or before the end­
ing reconciliation date to the cash book 
and the list of outstanding checks.
4. Trace large checks dated after the ending 
reconciliation date to the cash book. In­
spect the dates of bank stamps to deter­
mine that they were not actually issued 
on or prior to that date.
5. Test for delayed clearing of checks drawn 
at or near the end of the period. A delay 
indicates that the cash book may have 
been held open.
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CASH IN BANKS (Cont’d) T im e
budget
A ctual
time
Date
done
Done
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6. Complete the schedule of interbank and 
intercompany transfers. Cross index inter­
bank transfers in transit at the ending 
reconciliation date to outstanding lists and 
proofs of cash. Determine that intercom­
pany and interbank transfers have been 
recorded as receipts and disbursements in 
the same period.
7. Trace deposits in transit from the ending 
reconciliation to the bank statement and 
investigate any delayed deposits. Show 
on the proof of cash the dates on which 
deposits were credited by the bank.
8. Check all substantial deposit items re­
turned by bank marked “not sufficient 
funds” or returned for other reasons.
9. Prepare a list of outstanding checks which 
did not clear the bank prior to the cut-off 
date. List date, number, payee and 
amount:
(a) Inspect vouchers supporting items of 
material amount.
(b) Prepare a list of the principal un­
cleared checks for the client.
10. Review the cash transactions for a period 
prior to and subsequent to the examina­
tion date for unusual and material trans­
actions. This review should be made by 
the in-charge accountant.
11. Obtain confirmation direct from all de­
positaries as of the date of the ending 
reconciliations. This should include all 
authorized bank accounts whether or not 
the books show a balance in such accounts. 
Also obtain confirmation on accounts 
closed since the previous examination. If 
necessary, satisfy yourself as to existence 
of bank.
12. Examine or otherwise account for checks 
for material amounts which remained out­
standing at the end of our previous ex­
amination.
A dditional Test o f Cash 
Transactions Procedures 
1. Examine vouchers and invoices support­
ing selected cash disbursements during the 
test month (s) as to:
(a) Reasonableness of account distribu­
tion.
(b) Approval of account distribution.
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(c) Evidence of receipt of goods or serv­
ices.
(d) Approval of price and terms.
(e) Evidence of check of arithmetical ac­
curacy.
(f) Cancellation of voucher and all sup­
porting documents.
(g) General approval by an authorized 
official. The in-charge accountant 
should select the disbursements to be 
tested covering a variety of transac­
tions or a limited period. Indicate 
missing approvals or other discrep­
ancies to facilitate discussion with the 
client. This step should be co-ordin­
ated with the procedures set forth for 
the voucher register. Vouchers should 
be traced to the voucher register.
2. Inspect on a test basis vouchers and un­
derlying documents supporting reim­
bursements of the petty cash fund.
Time
budget
Actual
time
Date
done
Done
by
3. The in-charge accountant should discuss
these matters with responsible officials:
(a) Irregular endorsements.
(b) Large and unusual checks not cleared 
through bank at completion of exam­
ination.
(c) Reconciling items older than one 
month.
(d) Receipts not promptly deposited.
(e) Exceptions noted in examining vouch­
ers and invoices.
(f) Any other unusual cash items dis­
closed as a result of our examination.
4. Trace cash receipts from the cash receipts 
record to customers’ ledger cards and from 
the customers’ ledger cards to the cash 
receipts record on a test basis.
5. Analyze transactions in special accounts, 
if any.
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TEST OF TRANSACTIONS Time
budget
Actual
time
Date
done
Done
by
Payroll
1. Select one payroll within the test month (s) 
for each of the monthly, semimonthly and 
weekly payrolls:
(a) Test the arithmetical accuracy of the 
payroll sheets.
(b) Review propriety of payroll expense 
distribution and trace postings to 
general and/or subsidiary ledger ac­
counts.
(c) Reconcile transfers from the general 
bank account to the payroll bank 
account with the amounts of the pay­
rolls.
2. Test payroll data in detail for a number
of employees:
(a) Trace hours worked to time or clock 
cards.
(b) Check rates of pay to authorizations 
or union scale.
(c) Examine authorizations for deductions.
(d) Check calculations of earnings and 
deductions.
(e) Examine personnel department rec­
ords particularly for evidence that 
the individuals were employed by the 
client during pay periods being ex­
amined.
3. Carry out other procedures as the in- 
charge accountant may direct, such as 
making a surprise observation of a payoff, 
accounting for additions to and deduc­
tions from the payrolls as compared with 
prior and subsequent periods.
Voucher Register
1. Account for all voucher numbers for the 
test month (s).
2. Compare entries in register with vouchers 
as to date, number, name, amount and 
account distribution on a test basis. Ex­
amine vouchers using procedures set forth 
in step No. 1 under Additional Test of 
Cash Transactions Procedures.
3. Foot vouchers payable column and test 
footings of distribution columns; cross­
foot totals.
4. Trace postings from the voucher register 
to the general and/or subsidiary ledger 
accounts.
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5. Scan the voucher register on a test basis 
for the period under review and for a 
period subsequent to the balance sheet 
date. Investigate any large or unusual 
items.
Journal Entries
1. Review journal entries for test month (s) 
and examine data supporting unusual en­
tries.
2. Trace postings to general ledger accounts.
3. Scan general journal for entire period 
under review and investigate large and 
unusual items.
Sales and Sales Returns and Allowances 
1. Test footings and crossfootings.
2. Trace postings to general ledger accounts.
3. Account for numerical sequence of in­
voices and credit memoranda on a test 
basis.
4. Trace postings of invoices and credit 
memoranda to customers’ accounts re­
ceivable ledger cards and from customers’ 
accounts receivable ledger cards to sales 
and credit registers on a test basis.
5. Compare sales invoices with shipping rec­
ords, and compare credit memoranda with 
receiving records on a test basis.
6. Test unit prices and mathematical correct­
ness of invoices.
7. Test authorizations and propriety of credit 
memoranda.
General
1. Review general ledger to determine that 
all postings in test month (s) have been 
accounted for.
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Date
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If cash count is made on last day of the 
period under review, obtain the number of 
the last check issued in order to determine 
later that a proper cut-off of disbursements 
has been made.
1. List all funds, showing amounts, locations 
and custodians; determine funds to be 
counted and funds requiring simultaneous 
control.
2. C ount all cash and cash items in the pres­
ence of the custodian, including u nde­
posited receipts, unclaim ed wages and any 
o ther funds or securities u nder the control 
of the custodian. T h e  following counting 
procedures should be used:
(a) List coins and currency grouped by 
denominations.
(b) List each check showing date, amount, 
drawer, payee and endorser. Any 
checks included in the petty cash 
fund should be sent to the bank for 
deposit.
(c) List each loan and advance, showing 
name, date, approval and amount.
(d) List each expense voucher, showing 
date, reason, approvals and amount. 
Watch for indication of altered dates 
or amounts.
Obtain the following release from the cus­
todian: “The above cash and cash items 
were counted in my presence and returned 
to me intact. There are no other funds 
in my possession for which I am account­
able, except as noted below.”
4. Trace collections on account and sundry 
receipts to:
(a) Related cash book entries.
(b) Duplicate deposit slip and deposit per 
bank statement.
(c) Subsequent credits to the ledgers.
Satisfy yourself that petty cash reimburse­
ment checks have been entered in the cash 
book prior to the count if such checks are 
included in the fund.
6. Ascertain that expense vouchers are sub­
sequently cleared from the fund by reim­
bursements and are properly marked as 
paid.
7. O btain  the approval of an official, o ther 
than  the custodian, as to the composition
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of the fund and the type of petty cash 
transactions which have cleared through 
the fund.
T race relatively important noncompany 
funds to the records or confirm by direct 
correspondence with those responsible for 
the administration of such funds.
Questions to be Answered by 
In-Charge Accountant
1. Does the total of each fund agree with the 
recorded fund balance?
2. If approvals and explanations were not 
satisfactory, was a second count of the 
fund undertaken on a surprise basis? If 
not, wh y not?
3. Did all checks and vouchers in the fund 
bear current dates?
4. Should an adjustment be made at the bal­
ance sheet date to reflect unreimbursed 
disbursements remaining in the fund?
Where uncounted petty cash funds are 
relatively material, have the amounts been 
confirmed with the custodian at the bal­
ance sheet date?
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AT BALANCE SHEET DATE
Tim e
budget
Actual
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Date
done
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This program is to be followed where cash 
and test of transactions programs were used 
for an interim period.
1. Obtain or prepare bank reconciliations at 
balance sheet date and check clerical ac­
curacy thereof, including detailed lists of 
outstanding checks.
2. Confirm bank balances directly with each 
bank.
3. Confirm details of deposits in transit.
4. Scrutinize the details of deposits in transit. 
If checks drawn on the company are in­
cluded in deposits in transit, such checks 
should be accounted for as disbursements 
of the same period and listed for cross- 
referencing to the lists of outstanding 
checks and schedule of interbank and in­
tercompany transfers.
5. Check the balances per banks with bank 
statements and the balances per books 
with the general ledger. Check other rec­
onciling items, indicating how they are 
ultimately cleared.
6. Obtain cut-off statements and cancelled 
checks which cleared the bank for at least 
the first ten days following the balance 
sheet date. If statements and checks are 
not obtained directly from the bank, as­
certain that the checks and bank debit 
and credit memoranda presented to us by 
the client are the items listed in the rel­
ative bank statement by carrying out the 
steps set forth in “Follow-up” procedures 
No. 2 (a) or No. 2 (b).
7. Trace the paid checks dated on or before 
the balance sheet date to both the cash 
book and the list of outstanding checks at 
the beginning of the test month, indicat­
ing on the outstanding list the check 
number, date, payees of larger amounts 
and all intercompany and interbank trans­
fers. As to large checks dated after bal­
ance sheet date, inspect the dates of the 
first bank endorsement to determine that 
such checks were not actually issued prior 
to the balance sheet date and trace the 
items to the cash record of the succeeding 
period.
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8. If a number of checks appear to have a 
wide disparity between the date drawn 
(balance sheet date or one or two days 
before) and the date paid or if the de­
posits in transit were credited by the 
banks after an abnormal delay, make such 
inquiries as seem advisable to determine 
whether the cash book was held open.
9. Prepare a list of outstanding checks which 
did not clear the bank prior to the cut-off 
date. List date, number, payee, and 
amount:
(a) Inspect vouchers supporting items of 
material amount.
(b) Prepare a list of the principal un­
cleared checks for the client.
10. List from the cash receipts and disburse­
ments records interbank and intercompany 
transfers for at least a week immediately 
before and after the balance sheet date 
and account for the transfers as set forth 
in the section on interbank and inter­
company transfers. Ascertain that receipts 
and disbursements are recorded in the 
same period.
11. Examine outstanding checks which did 
not clear the bank at the time of our in­
terim examination.
12. Review the cash transactions for a period 
up to and subsequent to the balance sheet 
date. This step is undertaken to deter­
mine whether there have been any un­
usual or material transactions bearing on 
the end of period financial statements. 
The review should be made by the in­
charge accountant.
13. Investigate material debit and credit mem­
oranda issued by banks subsequent to the 
balance sheet date.
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GENERAL GUIDE TO AUDIT PROCEDURE 
AND
PREPARATION OF AUDIT 
PROGRAMS
USED BY A LARGE FIRM TO 
PREPARE ITS AUDIT 
PROGRAMS
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10.00 INTRODUCTION
In 1941 there was introduced in the usual form of audit report a 
representation that the ".  . examination was made in accordance with 
generally accepted auditing standards.” This representation was initially 
required by the Securities and Exchange Commission, but has received 
general adoption by the profession. The definition of “standard” as a 
noun includes among other meanings “That which is established by 
authority as a rule for measuring. That which is established by authority, 
custom, or general consent as a model or example; criterion; test.”
In other words standards are not procedures, but the effectiveness of 
procedures is measured by standards. For example, in general the objec­
tives of auditing procedures as applied to assets are confirmation of (i) 
existence; (ii) ownership; (iii) amount. The ideal would, of course, be 
complete and perfect attainment of these objectives. Attainment of the 
ideal, however, is not possible because of the restrictions of time and 
because the cost would be prohibitive in relation to the benefits or safe­
guards to be obtained.
This Guide to Audit Procedures does not purport to set forth any 
minimum procedures or to embrace suggestions for procedures that 
would meet unusual situations in individual cases. It is not intended 
to be wholly applicable in examinations of specialized types of business, 
such as retail stores, financial concerns, governmental subdivisions, et 
cetera, which in part will be covered by separate guides or supplements 
to this Guide. Also, it is not intended as a guide to the large number of 
accounting engagements which may be termed “special investigations.” 
Further, it is not designed for a textbook as it is not presented in suf­
ficient detail to be of an educational nature to the uninformed or inex­
perienced accountant.
This Guide, however, does suggest an outline of procedures to be 
employed in examinations for the purpose of formulating opinions on 
financial statements. It is primarily a guide to the planning of account­
ing examinations, and it may be used in the preparation of individual 
programs for specific examinations and should aid in preventing the 
omission of some important phase of the work.
In each engagement an individual audit program should be prepared 
which will be adapted to the circumstances of such examination, and 
should be made a matter of written record in the working papers. The 
Guide must not be considered a substitute for individual audit programs.
The American Institute of Accountants has published various material 
setting forth the broad standards which form the basis for examinations 
and reports on financial statements, as well as material describing specific 
auditing procedures. The material on auditing standards includes a 
report on Auditing Standards and one on Internal Control. Case studies 
on actual audits in different industries have also been issued. Bulletins
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on auditing questions of broad scope are issued periodically by the 
Institute Committee on Auditing Procedure. A description of certain 
auditing procedures is contained in a pam phlet entitled “Audits by 
Certified Public Accountants.’’ This pamphlet was intended as a source of 
inform ation to bankers and other people interested in audited statements. 
T he staff should make frequent reference to such material, as well as to 
text books and articles dealing with audit procedures appearing in tech­
nical periodicals.
Reference should also be made to the Technical Letters and Technical 
Bulletins issued by the firm and bulletins issued by individual offices in 
so far as they relate to auditing problems and procedures.
In determ ining a program of examination for the individual engage­
ment, the suggestions contained in this Guide should be considered, and 
if necessary, modified in the light of:
The purpose of the examination if beyond the ordinary.
The nature of the business.
The size of the concern.
The adequacies or inadequacies, and nature, of accounting records.
The extent of internal control existing.
Past experience with the records and accounts.
Details required in reports to be submitted, in tax returns, etc.
The extent of internal control and the use of modern methods are in­
fluenced by the nature of the business and the size of the individual con­
cern. These are factors that have a direct bearing on the procedures to 
be applied and the extent of the application.
Emphasis should be placed on the adequacy of internal control and the 
effectiveness with which it is being carried out. Extent of internal control 
to a great degree is governed by volume of transactions; therefore, the 
primary measure of the size (as that term is herein used) of a concern 
from the audit viewpoint is the volume of transactions. Since there is a 
physical lim it to the num ber of accounting transactions or accounting 
functions that one individual can perform, it follows that the greater the 
volume of transactions the greater the num ber of individuals required to 
reflect them in the accounts and records. T his permits division of func­
tions among employees and the introduction of accounting routines that 
serve as a check upon the accuracy and honesty of the individuals and 
the records. Num ber of employees is not a guide to the adequacy of 
internal control, as planned division of duties and functions is essential 
to effective control.
T hroughout this Guide the word “ test’’ is frequently used as applied 
to an account, or group of accounts, or series of transactions. Audit pro­
cedures, to accomplish a satisfactory test, should be designed so that the 
validity or dependability of the transactions, records, or accounts involved 
is satisfactorily established. T he objective of testing is to determine 
whether reliance may be placed upon the client’s representations as ex­
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pressed in the books of account and financial statements. In some in­
stances the objective is best attained by tests scattered throughout the 
whole mass of the subject matter; in other cases by tests of a specific series 
of transactions or group of accounts, or for a period of time. Tests made 
haphazardly are without significance. It is not necessary to test the same 
accounts or transactions each year; rotation of the accounts or transac­
tions is desirable. The appropriate degree of testing will be that which 
may reasonably be relied upon to disclose whether or not the probable 
maximum total of errors in the account or transactions being tested could 
be significant, taking into consideration the materiality of the items being 
tested.
Auditing technique is not static but improves with experience. Matters 
will arise on engagements that are not covered herein on which the Guide 
will not be helpful and it should never be regarded as a substitute for 
individual judgment and initiative.
The primary responsibility for each audit engagement shall be assigned 
to a partner or manager who shall be familiar with its major problems. 
On the larger engagements it is desirable to have more than one partner 
for client contact. Normally a supervisor will be assigned to each audit 
engagement; however, it may be inadvisable to assign a supervisor to a 
very small engagement or to a special situation where the partner is con­
tinuously in contact with the client. Where there is no supervisor, a 
partner or manager will function in that capacity.
Where practicable a tax partner (who should also be familiar with 
the major problems) or a tax supervisor should also be assigned to each 
audit engagement. Such assignments do not, however, relieve the partner 
in charge or the audit supervisor of their responsibilities for tax matters 
of the particular client.
11.00 PERMANENT FILE
11.10 Purpose
The purposes of the permanent file are as follows:
(a) T o  o u tlin e  th e  a cc o u n tin g  policies, p ro ced u re s, a n d  system  o f in te rn a l  
co n tro l a n d  th e  changes in c u rr in g  th e re in  each  year.
(b) T o  afford  a re ad y  re fe re n ce  for, a n d  a b r ie f  su m m ary  of, re c u rr in g  o r 
c o n tin u in g  item s, th u s  e lim in a tin g  re p e a te d  rev iew  of len g th y  d o cu m en ts  
a n d  searches a m o n g  o ld  w o rk in g  p ap ers .
(c) T o  e lim in a te  th e  necessity  fo r p re p a ra tio n , year a f te r  year, o f new  w o rk ­
in g  p a p e rs  co v erin g  item s sh ow ing  few  o r  n o  changes.
11.20 Operation
The permanent file should be carefully bound and indexed, and may 
be taken to the assignment along with the working papers of the previous 
examination.
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Each year the permanent file should be reviewed, and any changes 
which have occurred should be indicated in the material included 
therein. On large engagements the internal control section of the per­
manent file may be reviewed partially each year, covering the entire 
system of internal control over a number of years.
Where the accounting system and the accounting procedures are com­
plicated, flow charts should be used. For smaller engagements a narrative 
presentation of the system of internal control generally is sufficient. Like­
wise samples of the principal accounting forms may be added if their use 
will assist in the presentation of the outline. In no case should the per­
manent file become a repository for an accumulation of all accounting 
forms.
Pride should be taken in adding accurate and useful information to 
the permanent file for the benefit of subsequent years’ field staffs.
11.30 Contents
(a) C o rp o ra te  a n d  o rg a n iz a tio n  d a ta :
(1) E x ac t n am e  a n d  address o f c lie n t
(2) C o n tr ib u to rs  to  a n d  rev iew ers o f file:
(a) N am es o f c o n tr ib u to rs  a n d  rev iew ers
(b) D a te
(3) F iscal y ear
(4) S ta te  a n d  d a te  o f in c o rp o ra tio n
(5) O th e r  sta tes in  w h ich  a u th o riz e d  to  d o  business:
(a) S ta te
(b) D a te
(6) S u b sid ia rie s  a n d  b ran ch es:
(a) N am e
(b) L o ca tio n
(c) R eco rd s m a in ta in e d
(7) T y p e  o f secu rities  a n d  ex changes w h ere  lis ted
(8) T ra n s fe r  a g en t a n d  re g is tra r
(9) D irec to rs , p r in c ip a l  officers, a n d  execu tives:
(a) N am e
(b) T it le  a n d  d u tie s
(c) Im p o r ta n t  o u ts id e  co n n ec tio n s, if k n o w n
(10) Persons re sp o n sib le  fo r reco rds:
(a) N am e
(b) T it le
(c) L o ca tio n
(11) I m p o r ta n t  d ep o sito rie s:
(a) N am e  o f d ep o sito ry
(b) N a tu re  o f a cco u n t
(c) S ig n a tu re s  o r  co u n te rs ig n a tu re s  re q u ire d  a n d  titles
(d) R e str ic tio n s  a n d  q u a lifica tio n s
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(12) Assets mortgaged or pledged, and nature of obligation
(13) Important leases:
(a) Property
(b) Period
(c) Rental
(14) Federal income tax status (also state and local, where important):
(a) Date of last examination
(b) Year
(c) Principal adjustments
(d) Last year closed
(15) Bonus and profit-sharing plans and employment agreements in effect:
(a) Officers
(b) Other employees
(16) Pension plans
(17) Labor agreements
(18) Long-term contracts
(19) Patent litigation details
(20) Articles of incorporation
(21) By-laws
(22) Partnership agreements
(23) List of stockholders and their holdings in closely held corporations
(24) Organization charts
(25) Brief description of plants and manufacturing facilities
(26) Minutes of stockholders’ meetings
(27) Minutes of directors’ meetings
(28) Minutes of executive committee meetings
(29) Stock and bond samples or photostats
Bulky long-term documents such as indentures or contracts should be 
placed in a “Perm anent File Appendix”; if briefs are prepared for the 
perm anent file proper, the appendix need not accompany the auditor in 
the field.
(b) Accounting policies and internal control, etc.:
(1) Accounting policies followed
(2) Accounting manuals
(3) Outline of system of internal control, including principal forms used 
and flow charts where necessary
(4) Inventory procedures
(5) Memorandums relating to important or continuing accounting prob­
lems
(c) Continuing analyses of important accounts:
(1) Long-term investments
6
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(2) Property, plant, and equipment
(3) Allowances for depreciation
(4) Intangibles
(5) Long-term deferred charges, such as bond discount — amortization 
schedule
(6) Long-term liabilities
(7) Reserves
(8) Capital stock
(9) Paid-in surplus
(10) Earned surplus, including dividend record
(d) Record, where of continuing importance, by year of examination of:
(1) Periods covered each year in tests of transactions
(2) Branches examined each year in connection with various phases of the 
examination, such as confirmation of receivables, observation of physi­
cal inventories, and tests of cash transactions
1 2 . 0 0  F I R S T  E X A M I N A T I O N S
In  addition to the procedures hereinafter outlined, on first examina­
tion of the financial statements of a company it is necessary to inquire into 
a num ber of matters relating to past history and background of the ac­
counts. Of primary importance, of course, is inquiry into the accounting 
methods and system of internal control employed. This is covered in a 
separate section of this Guide. Hereinafter are outlined certain matters 
which ordinarily would be inquired into during first examinations. 
O ther procedures usually identified only with first examinations are re­
ferred to under the respective captions of the sections dealing with the 
audit program.
Determination of Accounting Principles and Policies
On first examinations, a comprehensive statement of the accounting 
principles and policies followed should be prepared or obtained. These 
relate to such items as:
(1) The policies followed in determining income, i.e., the accrual or cash 
basis or modifications thereof.
(2) The procedures followed in recognizing doubtful receivables or provi­
sions therefor.
(3) The basis of stating investments, inventories, and property, plant, and 
equipment.
(4) Depreciation, amortization, depletion, and repair and maintenance poli­
cies.
(5) The accounting for prepaid, deferred, and accrued expenses.
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Consistency in Application of Accounting Principles
In order to express an opinion with respect to the examination of the 
current year as to the consistency in the application of the accounting 
principles, a sufficient examination of the financial statements for the 
preceding fiscal period must be made. This requires a determ ination of 
the accuracy and propriety of the amounts at which the principal assets, 
liabilities, and reserves were stated at the close of the preceding fiscal 
period. T he accounting principles and practices followed in preparing 
the financial statements for the period under audit should be reviewed as 
to consistency with those followed in the preparation of the statements 
for the next preceding fiscal period.
Reliance on Statements of Other Independent Accountants
If financial statements have been examined by other independent ac­
countants in prior years, review such statements for previous years with 
particular attention to the latest year. Obtain copies of such statements 
and, if not obtained, summaries should be made of balance sheets and 
profit and loss and surplus statements with notations as to im portant 
matters appearing in the accountants’ report and with particular atten­
tion to any reservations in the accountants’ opinion. W here the financial 
statements for the preceding periods have been examined by public ac­
countants of recognized standing and their reports thereon are reasonably 
comprehensive and informative, such reports may reduce the am ount 
of investigation into prior history ordinarily required. T he accountant 
should make sufficient review of the accounts and statements of the com­
pany to satisfy himself that the statements on which other independent 
public accountants have expressed an opinion contain no m ajor inac­
curacies or omissions and are in accordance with generally accepted ac­
counting principles.
Corporate History and Other Data
Obtain descriptive data as to nature of business, location of plants and 
offices, and other data (from sources such as claims under Section 722 of 
the Internal Revenue Code, registration statements under Securities Act 
of 1933, catalogs, etc.) needed to obtain an informative picture of the 
company. Prepare a brief resume of the company’s history, nature of 
business, and organization, including succession to predecessor business, 
affiliations, control, banking connections, present directors, status of 
Federal income tax matters, etc.
T he partner in charge and the accountants on each engagement should 
be familiar with the general character of the plants, warehouses, and 
other facilities of the client.
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13.00 THE PROGRAM OF EXAMINATION
In order to proceed with an audit, decisions must be made as to what 
to do, how to do it, and when to do it. Such decisions should be in 
written form. Working papers and field notes are a record of what was 
done, but such records fail to present the audit plan in concise form.
An individually written program of examination should be prepared 
on each engagement which has for its purpose the expression of an 
opinion on financial statements. Each program of examination should 
be accompanied by a budget of the time to be spent on the various phases 
of the examination.
On first engagements the preparation of the program of examination 
may logically develop in three stages;
(1) T h e  b ro a d  phases o f th e  p ro g ra m  can  be  o u t lin e d  a t th e  tim e  of en g ag e ­
m en t.
(2) A fte r  rev iew  o f in te rn a l  c o n tro l a n d  a cc o u n tin g  p ro c ed u re s  has b e e n  
m ad e , d e ta ils  o f th e  p ro g ra m  can  b e  sk e tch ed  in , so fa r  as th e  p ro g ra m  
is affected  by  e lem en ts  o f w eakness o r  s tre n g th  in  th e  system  of in te rn a l  
co n tro l.
(3) As th e  a u d it  p roceeds, specific p ro c ed u re s  o n  d e ta ile d  phases o f th e  
p ro g ra m  can  be  fu r th e r  d e v e lo p ed  o r m odified .
In subsequent engagements the program should be restudied and, if 
necessary, modified in the light of (1) the experience gained in past 
examinations and (2) important changes in the business or the internal 
control or accounting methods of the client.
The program of examination is an important document. One copy 
should be retained in an office file, and another copy (or copies) should 
be filed with the current working papers. It should be typed and should 
bear the name of the accountant (or accountants) preparing it and the 
signature or initials of the partner or manager approving it and the date 
of such action.
As it is carried forward from year to year, it may be amplified and 
changed or completely revised and rewritten. Any new features, modi­
fications, or revisions should be dated, signed, and approved. Whether 
or not there have been any modifications in the program, it should be 
approved annually and should indicate therein that it has been rechal­
lenged and no changes found necessary. We should always be in a posi­
tion to show that the scope of our examination has been expanded where 
important weaknesses in the client’s procedures are indicated.
The minimum program of examination requires a statement of:
(1) T h e  n a tu re  of th e  e n g ag e m e n t a n d  th e  re p o rts  o r  o th e r  d a ta  re q u ire d  by  
th e  c lie n t u p o n  c o m p le tio n  o f th e  e x a m in a tio n .
(2) T h e  im p o r ta n t  a c c o u n tin g  p o lic ies a n d  p ro c ed u re s  fo llo w ed  a n d  a su m ­
m ary  o f th e  system  o f in te rn a l  co n tro l.
(3) T h e  p ro c ed u re s  to  b e  fo llo w ed  o n  th e  im p o r ta n t  phases o f  th e  e x a m in a ­
tio n .
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(4) T he procedures which are special to the particular examination, includ­
ing departures from normal procedures and the reasons therefor.
(5) T he extent of the tests of transactions.
(6) The scope of the exam ination to be made at branches and subsidiaries.
T he program should include a summary of the im portant accounting 
policies and procedures and a brief discussion of the system of internal 
control in order that the audit procedures proposed to be employed can 
be properly evaluated by the principals concerned. T he summary of the 
accounting policies and procedures and the discussion of the system of 
internal control can appear as one or separate individual sections of the 
program or may be combined with the sections relating to the audit pro­
cedures to be employed. T he program should specifically state our ap­
proval or disapproval of the accounting policies followed by the client 
and the accounting and internal control procedures and practices.
T he program should also contain a summary statement of the reason­
ing leading to decisions on the im portant or unusual phases of the en­
gagement. This is particularly true when the program departs, either by 
expansion or dim inution, from what are considered normal procedures. 
Such a summary of the reasoning aids in subsequent review and modi­
fications — e.g., in reviewing a program, when it is noted that changes 
have occurred in the facts on which the reasoning was based, needed 
modification of the program is at once indicated.
In brief, the program of examination should contain sufficient informa­
tion regarding the activities, accounting and internal control procedures, 
and accounting policies of the client to enable a person who is familiar 
with auditing philosophy and techniques, but is not familiar with the 
particular client, to understand the im portant accounting and auditing 
problems involved in the engagement and to appraise the examination 
tests and procedures proposed to be employed by us.
T he directors or principal executives of the client may properly make 
recommendations with respect to the scope of our examination, bu t this 
does not relieve us of the responsibility of m aintaining those minimums 
essential to forming an opinion on the financial statements, or for direct­
ing the choice of tests that depend on selection for their adequacy. T he 
client frequently will desire extension of the scope of our examination 
beyond minimum requirements and may quite properly direct the scope 
of our examination in such extension.
Careful consideration should be given to the adequacy and effective­
ness of the examinations made by internal audit departments. O ur tests 
need not be as detailed where the procedures followed by internal audit 
departments and the results disclosed by their examinations furnish satis­
factory evidence as to the adequacy of the internal control and accounting 
procedures and the credibility of the underlying records. In these cases 
we should review the procedures, working papers, and reports of the
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internal auditors, and make such additional tests as may be deemed 
necessary to furnish us with reasonable assurance as to the propriety of 
the records and transactions. T he working papers should contain a state­
ment with respect to the type and quality of internal audits made by the 
client’s staff. However, the examination of the internal auditors should 
not be completely relied upon as a substitute for our examination.
T he Special Service Departm ent of our firm should keep the individual 
audit staff men advised of any special service work that is being done for 
clients to whom the latter have been assigned. This is particularly im­
portant in that the work of the Special Service Departm ent may effect 
the detailed audit procedures to be employed. Furthermore, the Special 
Service Departm ent may obtain knowledge of im portant accounting or 
auditing problems that will require action at the time of the audit en­
gagement.
T he program of examination is a CONFIDENTIAL DOCUM ENT 
for our internal use and should not be given or shown to the client’s or­
ganization.
T H E  AM OU NT OF CHECKING T O  BE DONE ON ANY EN­
GAGEM ENT IS A M A TTER  OF A U D ITIN G  JU D G M EN T W H ICH  
CANNO T BE SUPPLANTED BY REFERENCE T O  A LIST OR 
MANUAL. T he sections of this Guide are presented as suggestions and 
reminders of matters to be considered, but they are not intended to de­
fine the specific am ount of test checking to be done in a particular situa­
tion or the emphasis to be placed upon any phase of the engagement. 
T he scope of our examination should be based upon the adequacy of 
the system of internal control and the accounting procedures of the com­
pany.
T he major sections of this Guide are devoted to:
Internal control and tests of transactions
Balance sheet accounts
Income and expense accounts
Additional procedures
Audit memorandums and review of working papers
In practice, procedures relating to these classifications cannot be wholly 
divorced from each other. T he audit procedures with respect to the 
review of the system of internal control and the tests of the detail trans­
actions are designed primarily to test the functioning of the internal 
control and the general credibility of the records. This phase of the 
examination, in particular and wherever practicable, should be per­
formed as a part of our interim  work. Such interim  work should normally 
be done during the season when the demands upon our staff are the least.
W hen the review of the methods in use and confirmation of such 
methods by tests do not raise any question of irregularities (in other 
words, when there is substantial reason to believe that the records may
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be relied upon), the assumption can properly be made that the possibility 
o£ error and fraud between the interim  dates and the year end would be 
minimized. In such cases, certain of the tests that would otherwise be 
performed at the balance sheet date can be simplified or made in advance 
of the year end or in connection with the review of the system of internal 
control. These tests could include the examination of accounts receivable 
trial balances and the confirmation of the accounts, the taking and check­
ing of physical inventories and tests of the bases of pricing, confirmations 
of m inor bank accounts, etc.
W hen the review of internal control and accounting procedures dis­
closes a probability of inaccuracies, it will be necessary to make a more 
extensive examination of the detail transactions and of the asset, liability, 
income, and expense accounts in order to form an opinion upon the 
financial statements.
14.00 TIME BUDGETS
Tim e budgets must be prepared and approved by a partner or m an­
ager in advance of starting all audit engagements. T he supervisors and 
seniors are specifically charged with the responsibility of seeing that these 
budgets are adhered to, or that appropriate explanations are obtained for 
m ajor deviations.
T he time budget should be prepared in reasonable detail showing the 
m ajor classifications of work to be covered and the type of personnel and 
the estimated num ber of hours required for each such classification.
20.00 INTERNAL CONTROL
20.05 General
T he basic principle on which internal control is founded may be 
stated as the segregation of duties among employees so that no employee 
is in complete control of any im portant part of the business transactions 
and whereby the work of one employee is checked by another.
T he extent and effectiveness of methods of internal control depend 
largely upon the size of the organization, an adequate system of control 
presupposing an organization large enough to allow a complete segrega­
tion of accounting functions by departments. A complete control of all 
details, however, will seldom if ever be found even in large organizations 
because the cost of safeguarding certain transactions would be greater 
than the probable losses.
For convenience, existing systems of internal control may be classified 
as (1) weak, (2) adequate, and (3) extensive. It should, of course, be 
recognized that there are many variations between the three groups. A 
system of internal control may be extensive in some particulars, adequate 
in some, and weak in others.
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A “weak” system of internal control ordinarily will present a situation 
where most functions of record keeping are combined in one individual 
or a small group of individuals responsible to one person. In such situa­
tions, the functions of cashier and general ledger bookkeeper are fre­
quently handled by the same person or by a single person with an as­
sistant. Similarly, subsidiary ledgers, such as receivables or payables, 
may be kept by the general ledger bookkeeper or by a person responsible 
to him.
An “adequate” system of internal control would require that at least 
the following functions be separate as to personnel handling the records; 
general ledger accounting, billing, accounts receivable accounting, 
cashier’s accounting, approval of data supporting disbursements, and 
check signing.
An “extensive” system of internal control would expand the division 
of duties from the adequate system noted above into further segments, 
having, for example, separate personnel for production records, cost 
records, billing, credits and collections, receiving records, pay rolls, time­
keeping, etc. It is also usually typified by the existence of some degree of 
internal audit, that is, some person or departm ent whose duty it is to 
check the work of others bu t who does not originate either transactions or 
accounting entries.
Ordinarily the small concern will have a weak system of internal con­
trol, the medium-sized concern will have an adequate system of internal 
control, and the large concern will have an extensive system of internal 
control. This may not always be the case as both medium-sized and large 
concerns frequently have im portant weaknesses in their systems of in­
ternal control, and occasionally small concerns will have an adequate 
system of internal control.
It should be understood that the primary purpose of our review of in­
ternal control is the determ ination of the character and extent of audit 
procedure which, in the light of existing internal control, will afford a 
sufficient basis for the expression of a competent opinion as to the 
credibility and fairness of the financial statements.
O ur review is intended to disclose (i) the nature of the internal con­
trols prescribed; (ii) whether such internal controls were so designed as 
to reduce to the m inimum the possibilities of errors and defalcation; and 
(iii) whether or not the prescribed internal controls were effectively m ain­
tained. T he findings developed by this review determine the details of 
the audit program. In  practice, there is usually no distinct line of de­
marcation between review of internal control and the audit procedure 
itself. Frequently they start together with procedure being adapted to 
findings of methods in use. On first engagements, however, it is essential 
that at least the m ajor matters pertaining to systems of internal control 
and accounting procedures be covered prior to start of audit procedure. 
On subsequent engagements, it is advisable that changes in procedure
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be determined as soon as practicable. Tests of individual transactions 
should be made to satisfy ourselves that the system presumed to have 
been in use was actually in use. Where a reasonable system is in force, 
and we are satisfied as to its effectiveness, it is not necessary to test all 
phases of internal control each year. Rotation of tests should be followed 
so that the entire system is reviewed over a reasonable period of years.
On first engagements, written outlines should be prepared of the ac­
counting system in use and the methods of internal control in effect. This 
outline should summarize the major flow of transactions, the nature of 
the important records kept, the duties of employees involved, their func­
tional relationship to each other, etc. The outline should be carried 
forward from year to year (or when desirable a new outline should be 
prepared). It should be reviewed on each engagement and a record 
should be made of any significant changes in the internal procedures 
since the last preceding examination. This does not contemplate a com­
plete review of all procedures each year.
It should be borne in mind that internal control frequently breaks 
down through the discontinuance of checks once instituted and opera­
tions believed to be in effect by the management but which are no longer 
carried out.
The following summary is suggestive of the matters to be considered in 
reviewing the system of internal control. It is intended to avoid the use 
of the questionnaire approach as that is apt to produce “yes” and “no” 
answers without any indication of a real understanding or penetration 
into the problem. Consideration should be given to the manner in which 
each task is performed, and by whom.
20.10 Cash Receipts
Opening and disposition of mail.
Independent recording of cash and checks received for comparison with 
collections recorded by cashier.
Other duties performed by employees maintaining or handling cash receipts 
records.
Entering and depositing intact cash receipts daily.
Issuance of prenumbered receipts in duplicate for over-the-counter collec­
tions and the retention and numerical accounting for such duplicates. 
Extent of internal control on C.O.D. sales, cash sales, sales of scrap and 
equipment, interest and dividends from securities, rentals, and other sources 
of receipts.
Control over collections made by salesmen or others from customers.
Method of handling postdated checks.
Extent, if any, of access by cashier to general and subsidiary ledgers.
20.11 Cash Disbursements
.1 Other duties of employees handling or maintaining cash disbursement 
records.
.1
.2
.3
.4
.5
.6
.7
.8
.9
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.2
.3
.5
.6
.7
.8
.9
.10
.11
.12
.13
.14
.15
Signatures on checks and authorization therefor and control and disposition 
of checks after signature.
Presentation of vouchers and supporting documents to officials for inspection 
simultaneously with checks to be signed.
H andling of supporting documents so as to prevent the likelihood of im­
proper or duplicate payment.
Signing of blank checks by officials for emergency use during their absence. 
Disposition of N.S.F. checks or other bank charges and approval of entries 
therefor.
Disbursing of cash directly out of cash receipts.
Practice of issuing “exchange checks” or checks for the accommodation of 
others.
Use of check protectors.
Disposition of spoiled or voided checks and control of supply of checks. 
Issuance of checks payable to bearer or cash.
Use of check signing machines or other facsimile signatures and the control 
thereof.
Safeguards against m isappropriation of uncashed checks.
Regularity of reconcilement of bank accounts and exam ination of endorse­
ments on checks.
O ther duties of the employee who reconciles bank accounts, such as the 
preparation or approval of checks, access to ledgers, or origination of cash 
entries.
20.12 Petty Cash and Other Funds
Type of petty cash procedure, i.e., imprest fund or other practice.
Preparation in ink of receipts for all payments and the handling of such 
receipts and other supporting documents so as to prevent im proper or 
duplicate payments.
Practice of approving disbursements.
Frequency of cashing personal checks.
Access to any fund by more than one person so that responsibility is 
uncertain.
O ther duties performed by custodian, such as custodianship of unrecorded 
cash funds.
20.13 Pay Rolls
.1 Methods and persons involved in determ ining bases for employees’ pay — 
such as time record, production record, labor agreements, etc., and final pay 
roll preparation, approval, and entry.
.2 Extent of check made as to employees’ time.
.3 Disbursement of pay roll payments by persons independent of departments 
by whom the pay roll was computed or checked.
.4 Disbursement of pay roll payments directly to employees or to foremen or 
departm ent heads for distribution.
.5 Disbursement of pay rolls in currency, and obtaining of signed receipts from 
employees.
.6 Approval of pay roll advances and whether deducted from the succeeding 
pay.
.7 Control and approval of pay roll deductions.
.8 Safeguards against m isappropriation of unclaimed wages.
.4
.1
.2
.3
.4
.5
.6
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.10
.11
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Protection against carrying employees on pay roll after they have left client’s 
employ.
Adequacy of records for each employee, showing the date employed, pay 
rates, changes, authorizations, earnings records, etc.
Other duties of party responsible for preparation and/or distribution of pay 
roll checks, such as reconcilement of the pay roll bank account, or signing 
checks for pay roll bank account reimbursements.
20.15 Securities
.1 Custodianship of and control exercised over securities.
.2 Authorization for purchases and sales.
20.16 Notes Receivable
.1 Authority for acceptance of notes and renewals.
.2 Regularity of balancing notes on hand with the controlling account.
.3 Endorsement of partial payments on notes.
.4 Possession and control of negotiable paper and collateral.
20.20 Accounts Receivable
.1 Types and approximate number of accounts.
.2 Other duties performed by persons who keep ledgers.
.3 Practice as to sending statements to customers.
.4 Authorization for bad debt write-offs.
.5 Control over receivables charged off.
.6 Authority for cash and trade discounts, returned goods, and freight and 
other allowances.
.7 Procedures for passing on credit, including terms and limits.
.8 Maintenance of credit department separate from the accounting depart­
ment.
.9 Frequency of aging and review of delinquent accounts by an executive of the 
company.
.10 Type and nature of collection activities.
.11 Regularity of balancing customers’ ledgers with controlling account.
.12 Possession and control of collateral.
20.30 Inventories
.1 General description of types of inventories and location thereof.
.2 Operation of cost system including method of determining cost of sales.
.3 Control of stores and materials, from receipt to fabrication or disposal.
.4 Maintenance of perpetual inventory records and, if so, are they periodically 
checked.
.5 Requisitions for deliveries from store room.
.6 Control over sales of materials, scrap, etc.
.7 Control of goods shipped on consignment or memo and returned goods;
credits received from suppliers.
.8 Approval of inventory adjustments.
.9 Methods and practice of establishing physical inventories.
.10 Control of warehouse stocks.
.11 Control of excess, obsolete, and slow-moving inventories.
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20.45 Property, Plant, and Equipment
.1 Property ledger or other control of items of property, plant, and equipment.
.2 Authorizations for and control over expenditures for property, plant, and 
equipment and for repairs and maintenance.
.3 Authorizations for and control over recording of retirements or sales of 
property, plant, and equipment.
.4 Frequency of verification of plant records with physical inspection of equip­
ment.
.5 Control of excess or idle equipment.
20.55 Purchases and Accounts Payable
.1 Methods of issuing purchase orders, approvals, supporting requisitions, etc. 
Other duties of persons performing such tasks.
.2 Control over receipts of goods and materials and adequacy of records main­
tained. Are persons connected with receipt of materials and receiving 
records the same as those initiating purchases and approving invoices? 
Control of purchases shipped directly to customers.
.3 Approval of invoices as to price, quantities, computations, accounting dis­
tribution, etc., and independence of persons performing such tasks.
.4 Control over purchases made for officers or employees, and payment therefor.
.5 Procedures followed to insure prompt entry of invoices received and record­
ing in the accounts of all obligations to trade creditors.
.6 Handling of monthly statements received from vendors, including inde­
pendent check thereof.
.7 Effectiveness of control over partial payments.
.8 Regularity of balancing details of accounts payable with control accounts.
.9 Method of insuring that provision has been made for all accruals.
20.58 Liabilities — Contingent
.1 Procedures followed to keep abreast of contingent liabilities, such as repur­
chase commitments, guarantees, endorsements, pending litigation, etc.
20.60 Long-Term Debt
.1 Follow-up of provisions in indentures or other loan agreements requiring 
periodic review (i.e., dividend restrictions, working capital requirements, 
etc.).
.2 Procedures governing issuance and redemption, and the method of paying 
interest.
20.75 Stockholders' Equity
.1 Control over the issuance of capital stock where there is no registrar, as well 
as the handling of blank stock certificates.
.2 Control over payment of dividends.
.3 Follow-up of provisions in articles of incorporation and by-laws requiring 
periodic review (i.e., dividend restrictions, etc.).
20.80 Sales
.1 Control of shipments and billing procedure to insure full billing.
.2 Adequacy of the sales system so as to facilitate detection of omission or 
inflation of sales.
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.3 Use of numerically controlled shipping documents and sales invoices.
.4 Control of sales returns.
.5 Control of unfilled orders.
20.90 Other Matters
.1 Bonding of employees in positions of trust and amounts of bonds.
.2 Authority for journal entries.
.3 Authority for advances and other items charged to officers’ and employees’ 
accounts.
.4 Approval of salesmen’s commissions and expenses.
.5 Safeguards employed to prevent fraudulent handling of stock certificates.
.6 Requirements for enforced annual vacations by persons in key positions.
.7 Effect on internal control when regular employees are on vacation or other­
wise absent.
.8 Exclusion of any departments from internal control.
.9 Extent of internal audit.
.10 Preparation of periodic financial statements in a form adequate to assist 
management in exercising control.
.11 Control exercised over postage and manner of control.
.12 Budgetary control of expenses and costs.
.13 Use of accounting manuals.
.14 Authority for charitable and other contributions, contracting for services, etc. 
.15 Authority for signing notes and acceptances payable.
21.00 TESTS OF TRANSACTIONS
T he tests of the detail transactions should ordinarily be designed to 
provide us with reasonable assurance as to the adequacy of the account­
ing records and proper functioning of the system of internal control. They 
are not intended to disclose all irregularities. Frequently clients will 
desire extensions of these tests, and to that extent may properly partici­
pate in the determ ination of the scope of our examination.
In  the examination of the large or medium concern, tests of the trans­
actions in detail ordinarily should be performed in advance of the re­
quired work at the end of the fiscal year, when the demands upon the 
staff are at a maximum.
Reference is made to the comments included in other sections of this 
guide regarding the review of the system of internal control and the 
audit procedures with respect to cash. T he tests hereinafter outlined are 
not intended to be fixed standards of procedure; the actual tests employed 
and the frequency thereof should depend upon the adequacy of the in­
ternal control and accounting procedures.
(1) Test footings of the books of original entry (cash receipts, cash disburse­
ments, sales journal, purchase register, general journal, etc.) and the post­
ings therefrom to the general and expense ledgers. W here system is weak, 
consider extending these tests with particular reference to cash and receiv­
able control accounts.
(2) Review entries to general ledger accounts and important accounts in sub­
sidiary ledgers, such as “personal” accounts, for the period under review  
and investigate unusual items. Consider testing the footings of these 
accounts.
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(3) R ev iew  jo u rn a l  en tries .
(4) R ev iew  d e b it  a n d  c red it m em o ran d u m s.
(5) C o n sid e r a d v isab ility  o f  m a k in g  “su rp rise ” cash  a n d  secu rity  c o u n ts  d u r in g  
in te r im  perio d s .
(6) R ev iew  e n tr ie s  to  cash a n d  b a n k  accoun ts , a n d  b a n k  reco n c ile m e n ts  fo r 
in te r im  perio d s .
(7) C o m p are  re co rd e d  cash re ce ip ts  w ith  b a n k  deposits . A cco u n t fo r in te rb a n k  
a n d  in te rc o m p a n y  cash tran sfers.
(8) T ra c e  re m itta n c e  advices o r  cop ies of rece ip ts  to  cash rece ip ts  books, d u p l i ­
cate  d e p o s it slips, a n d  acco u n ts  rece iv ab le  reco rds, etc.
(9) T ra c e  d e ta il  o f cash rece ip ts  reco rd s to  lis tin g s o f checks o r  cash p re p a re d  
by  th e  m ail ro o m  o r  an y  o th e r  d e p a r tm e n t th a t  h as in it ia l  access to  such  
rece ip ts .
(10) In v e stig a te  u n u su a l cash d isco u n ts  a llo w ed  a n d  test reaso n ab len ess  o f to ta l 
d isco u n ts  a llo w ed  in  c o m p ariso n  w ith  sales.
(11) C o n sid e r ad v isab ility  o f ch eck in g  th e  in d iv id u a l  item s of cash  d e p o site d  
fo r  tw o o r  th ree  days p r io r  a n d  su b seq u e n t to  th e  c losing  d a te  to  acco u n ts  
re ce iv ab le  p o stin g s a n d  cash  re ce ip ts  b o o k  en trie s .
(12) C o m p are  checks issued  w ith  d a ta  a p p e a r in g  in  check re g is te r  (da te , check 
n u m b e r, payee, a m o u n t, etc.). E x am in e  s ig n a tu re s  a n d  e n d o rsem e n ts  o n  
checks. In sp e c t v o id ed  checks. A cco u n t fo r  a ll en tr ie s  in  th e  check re g is te r  
fo r  th e  tes t p e rio d .
(13) R e co n c ile  to ta l d isb u rsem en ts  w ith  b a n k  d eb its , p ro v e  accu racy  of b a n k  
reco n c ile m e n ts  a t b e g in n in g  a n d  e n d  of test p e r io d , a n d  acc o u n t fo r  a ll 
sig n ifican t o u ts ta n d in g  checks a t  b o th  dates.
(14) E x am in e  d a ta  in  su p p o r t  o f d isb u rsem en ts  — p u rch ase  o rd ers , invoices, 
re ce iv in g  re p o rts , ex p en se  re p o rts , f re ig h t b ills, co n tracts, p e tty  cash 
v o uchers, p a y  ro lls , etc. N o te  ap p ro v als , p ro p r ie ty  o f  a cc o u n t d is tr ib u tio n  
a n d  e n try  th e re o f in  th e  v o u c h e r reg is te r, w h e th e r  cash  d isco u n ts  have  
b e e n  tak en , etc.
(15) W ith  re sp ec t to  p ay  ro lls , check  ex ten sio n s, c lock cards, floor check  sheets, 
ra tes , a n d  p e rso n n e l reco rds.
(16) C o n sid e r a d v isab ility  o f m ak in g  in d e p e n d e n t  floor checks a n d  d is tr ib u tin g  
p ay  ro ll p a y m en ts  d irec tly  to  em ployees.
(17) T ra c e  d e b it  a n d  c red it p o stin g s to  in d iv id u a l acco u n ts  rece iv ab les  to  books 
o f o r ig in a l en try .
(18) E x am in e  d a ta  u n d e r ly in g  rece ivab les , in c lu d in g  c o n d itio n a l sales ag ree ­
m en ts, c h a tte l m ortgages, in s ta llm e n t notes, etc.
(19) T ra c e  sales invo ices to  sh ip p in g  reco rd s a n d  to  sales sum m aries  o r  jo u rn a ls  
a n d  to  in d iv id u a l a cco u n ts  rece iv ab le . T e s t prices, ex ten sio n s, d iscoun ts , 
a n d  term s. A cco u n t fo r  invo ices issued by  n u m b e r. A lso trace  sh ip p in g  
reco rd s to  sales invoices.
(20) C heck  p u rc h ase  re q u is itio n s , b id  d a ta , a n d  ca ta lo g  prices in  su p p o r t o f 
p u rc h ase  orders .
(21) P a r t ic u la r  a tte n tio n  sh o u ld  be g iv en  to  th e  a cc o u n tin g  fo r sc rap  sales, if 
m a te ria l. T es ts  sh o u ld  be  m ad e  o f th e  scrap  reco rd s to  a sc e r ta in  th a t  sales 
o f scrap  are  b e in g  p ro p e rly  reco rd ed .
30.00 BALANCE SHEET
30.10 Cash on Hand
.1 Count cash on hand at the home office at the close of the accounting period 
or as near thereto as practicable, maintaining control over the funds until
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count is completed. In the majority of cases, this will mean that we will 
physically count the cash ourselves. The count ordinarily should be made 
concurrently with inspection of notes receivable and investments. Surprise 
counts and second counts are frequently advisable. Obtain receipts for 
return of cash and securities handled by us.
Reconcile cash funds to date of balance sheet and check to ledger accounts. 
List and obtain proper approval and support of items other than cash 
included in funds.
Cash funds should be cleared of amounts representing disbursements prior 
to date of balance sheet unless minor in amount.
Cash for deposit should be controlled until deposited, traced into subsequent 
bank deposits and to the cutoff bank statement, and checked to ledger 
accounts and cash records. As a general rule, all checks on hand at the time 
of our count should be deposited. Confirm receipt of deposit by depository 
and whether any substitutions or additions to the deposit have been made, 
and whether any items are subsequently returned by the bank.
Secure list of cash funds held by branches or at other offices. As to funds not 
counted, obtain an acknowledgment from the custodian which should 
include detail of items other than cash in the fund.
A separate list should be made of all interbank and intercompany checks 
included in cash on hand. Ascertain that such items have been properly 
recorded.
30.11 Cash on Deposit
.1 Obtain directly from all depositories, confirmation covering bank balances, 
loans, and other information as at the date of the balance sheet. Correspond 
with each depository with which the company did business during past year. 
Send a separate letter to each depository requesting it to inform us whether 
uncollectible items are charged on the statement or are redeemed in cash. 
If redeemed in cash, request a list of such items for a reasonable period 
(probably ten days) subsequent to the date of the balance sheet.
.2 Obtain or prepare reconcilements of all bank accounts and reconcile all 
bank balances reported with the amounts on deposit as shown by the records 
of the company. With respect to minor bank accounts, such as branch or 
departmental working funds, client’s reconciliations may be tested. All bal­
ances “per bank” should be confirmed.
.3 Account for all cash in transit to banks at close of the year; trace into subse­
quent bank deposits.
.4 Obtain statements of principal bank accounts directly from the banks (or 
prove them if not directly received) for the subsequent month or to a cutoff 
date and trace out in-transit items and outstanding checks at the audit date. 
Ascertain that all items on the cutoff bank statement and dated prior to the 
end of the year are reflected on the bank reconcilements as of the end of the 
year. In a few cases it may be necessary to make a second bank reconciliation 
with independent confirmation of balances.
.5 Account for outstanding checks at the end of the period which were not 
returned with the cutoff statement by inspecting paid checks returned in 
succeeding months. Investigate large or old checks which remain outstand­
ing at cutoff or subsequent date by reference to vouchers, purchase invoices, 
and other supporting data on file.
.6 Watch for incorrect balances in cash accounts resulting from inclusion of 
cash received after close of accounting period or from holding open record
.2
.3
.4
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o f cash  d isb u rse m en ts  o r  n o t  re le a s in g  checks. I t  is f re q u e n tly  d e s irab le  to 
o b ta in  o n  th e  c lo s in g  d a te  th e  las t check  n u m b e rs  used .
T ra c e  o u t  b a n k  tran sfe rs  ( in c lu d in g  in te rco m p a n y , in te rb ra n c h , etc.) u n ­
c o m p le te d  a t th e  b a la n c e  sh ee t d a te , n o tin g  p a r tic u la r ly  d a te  o f check p a y ­
m e n t a n d  “o u t” a n d  “ i n ” dates.
S egregate  b a n k  o v e rd ra fts .
S egregate  cash fu n d s  w h ich  a re  su b je c t to  w ith d ra w a l re s tr ic tio n s . S egregate  
fo re ig n  fu n d s  a n d  check  a p p lic a b le  ex ch an g e  ra te s  a n d  re s tr ic tio n s .
M ake g e n e ra l rev iew  o f cash tran sac tio n s  n e a r  th e  close o f th e  p e r io d  (b e fo re  
a n d  a fte r)  to  a sc e rta in  if  th e re  h ave  b e en  an y  la rg e  item s o f a n  u n u su a l 
n a tu re  su ch  as p a y m e n t o f officers’ accoun ts , te m p o ra ry  re d u c tio n  o f n o tes  
p ay ab le , te m p o ra ry  d isc o u n tin g  o f n o tes  rece iv ab le , new  fin an c in g , o r  o th e r  
rece ip ts  o r  d isb u rse m en ts  o u t  o f th e  o rd in a ry . T h is  rev iew  o f cash  tra n s ­
ac tio n s o rd in a r i ly  sh o u ld  in c lu d e  th e  p e r io d  fro m  th e  b a la n ce  sh ee t d a te  to  
d a te  o f c o m p le tio n  o f field  w ork .
R ev iew  fo r p e r io d  of a u d it , s ta te m en ts  fro m  b a n k s  fo r a ll d o rm a n t b a n k  
accoun ts .
W a tc h  fo r secre t o r  u n re c o rd e d  b a n k  accoun ts .
30.15 Marketable Securities
.1
.2
.3
.4
.6
O b ta in  o r  p re p a re  lis t o f secu rities, se ttin g  fo r th  d e ta ils  su b s ta n tia lly  as 
follow s:
(a) F u ll a n d  ex ac t d e sc rip tio n  o f security .
(b) C ertifica te  a n d  b o n d  n u m b ers . (M ay b e  o m itte d  if  secu rities  a re  w ell 
c o n tro lled .)
(c) P a r  v a lu e  o r  p r in c ip a l  a m o u n t p e r  u n it.
(d) N u m b e r  o f shares o r  to ta l p r in c ip a l  a m o u n t.
(e) C ost o f secu rities a n d  c a rry in g  a m o u n t.
(f) M a rk e t p rice  p e r  u n it .  C ite  source  a n d  basis.
(g) T o ta l  m a rk e t p rice .
(h) S u b seq u e n t co u p o n s  a tta ch ed .
(i) L o ca tio n  o f secu rities  a n d , if  h y p o th ec a te d , w ith  w h o m  a n d  fo r w h a t 
p u rp o se .
(j) W h ere  p ra c tic a b le , lis t sh o u ld  show  secu rities  a t  b e g in n in g  o f  p e rio d , 
changes d u r in g  p e r io d , a n d  in co m e  rece ived .
E x am in e  secu rities o n  h a n d  in  p re sen ce  o f c o m p an y  re p re se n ta tiv e s  a n d  
o b ta in  re ce ip t, w h e re  a p p ro p ria te ,  fo r  r e tu r n  o f secu rities. O b ta in  co n firm a­
tio n  o f secu rities h e ld  by  o th e rs  as o f d a te  o f in sp e c tio n  o f secu rities  o n  h a n d . 
I f  d a te  o f in sp e c tio n  is n o t  b a la n ce  sh ee t d a te , a cc o u n t fo r  in te rv e n in g  tra n s ­
ac tions. I f  secu rities a re  k e p t in  a safe-deposit box , a le t te r  sh o u ld  be  
o b ta in e d  fro m  th e  safe-deposit co m p a n y  s ta tin g  th a t  no  o n e  h as h a d  access 
to  th e  b o x  b e tw een  th e  d a te  o f th e  c o u n t a n d  th e  b a lan ce  sh ee t d a te .
See th a t  certificates o f  stock a n d  re g is te red  b o n d s  are  m ad e  o u t  in  n am e  of 
th e  c o m p an y  o r  th a t  th ey  are  so e n d o rsed  as to  b e  tra n s fe ra b le  to  th e  com ­
p an y , o r  a re  a cc o m p a n ied  by pow ers o f a tto rn ey . W a tc h  fo r  p a st-d u e  co u p o n s  
o r  co u p o n s c lip p e d  in  ad v an ce  o f m a tu r ity  dates.
D e te rm in e  th e  basis o f carry in g  am o u n ts  fo r secu rities, in c lu d in g  th e  m eth o d s  
fo llo w ed  in  a c c o u n tin g  fo r b o n d  p re m iu m s a n d  d isco u n ts . T est check com ­
p u ta tio n s .
R ev iew  a n d  analyze  tran sac tio n s  d u r in g  th e  year in  acco u n ts  p ro v id e d  to  
re d u c e  th e  c a rry in g  a m o u n t o f secu ritie s  to  th e  low er o f  cost o r  m ark e t.
I f  secu rities  o w n e d  re p re se n t  a su b s ta n tia l  in te re s t  in  a p a r tic u la r  c o m p a n y ,
.5
.7
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obtain or consider advisability of obtaining financial statements of that 
company for valuation purposes.
.7 Examine brokers’ advices or other data in support of transactions during 
period.
.8 Calculate accrued income and satisfy yourself as to propriety of accrual.
.9 Test accuracy of interest and dividend income and gains and losses taken 
during the period.
30.16 Notes Receivable
.1
.2
.6
.7
.8
.9
Obtain or prepare list of notes receivable, as shown by the records, or secure 
copy of company’s list, check aging, and make proper segregations of notes 
from stockholders, directors, officers, employees, affiliated enterprises, etc. 
Account for all notes by examination, by tracing to subsequent payment, or 
otherwise. Also inspect or otherwise account for collateral, if any.
Determine totals of past-due and renewed notes.
Determine amounts maturing beyond one year from balance sheet date.
Mail confirmation requests to makers of test number of notes, including 
notes under discount. When positive confirmation methods are applied, it 
is generally advisable to make further requests of those from whom no 
replies were received. Where no replies are received from second requests, 
it may be necessary to extend the investigation of the authenticity of the 
notes.
Prepare or obtain list of notes discounted, assigned, or pledged as collateral. 
Request confirmation from holder.
Investigate, to extent practicable, origin of notes. Make inquiry regarding 
the company’s practice of accepting notes for past-due accounts and policy 
as to renewals of notes.
Ascertain whether adequate provisions have been made for doubtful notes. 
Analyze major entries to the accounts during the period. Investigate notes 
charged off and consider advisability of test confirmation. Observe whether 
or not the charge-offs have been properly approved.
Review calculation of accrued interest receivable and interest income for 
the period.
30.20 Accounts Receivable — Regular
.1 Obtain and foot company’s trial balance of individual accounts, showing 
age, subsequent payments, future datings, and special terms of payment. 
Test-check balances to individual ledger accounts and test aging of the 
accounts. For that portion of the accounts on which trial balances are not 
checked in detail, scan company’s trial balances for any large or unusual 
items. Determine amounts due beyond one year. In checking individual 
ledger accounts, watch for unusual items of debits or credits to such accounts 
and investigate. If subsequent payments are relied on as evidence of validity 
or in judging adequacy of provision for losses, sufficient test should be made 
thereof to establish their authenticity.
.2 Segregate credit balances, personal accounts, and other non-trade items, 
claims, and accounts with affiliates; investigate, if important in amount. 
Trace trial balance totals of ledgers into summaries and general controls.
.3 Unless the aggregate of the accounts receivable is relatively insignificant, 
request confirmation from debtors in respect of a test number of accounts, 
including some with small balances. When positive confirmation methods
.3
.4
.5
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are applied, it is advisable to make further requests of those from whom no 
replies were received. Where no replies are received from second requests, it 
may be necessary to extend our investigation of the authenticity of their 
accounts.
.4 When the character of accounts is such as to make confirmation not prac­
ticable. and the methods of handling accounts, internal control existing, 
record of subsequent payment, and supplementary procedures, give satis­
factory evidence of validity and collectibility, confirmation may be omitted, 
but only with the approval of partner. Such departure from normal pro­
cedures and our satisfaction with such departure must be explained. Such 
supplementary procedures would include a review of selected invoices and 
shipping documents to test the propriety and authenticity of the billings 
and accounts receivable. In some cases, it may be feasible to request cus­
tomers to confirm specific payments made subsequent to the confirmation 
date which represent the unpaid balance at that date. In other cases, it may 
be practicable to have customers’ remittances subsequent to the confirmation 
date cleared through our staff so that these remittances may be properly 
identified with respect to the items comprising the aggregate balances of such 
customers.
.5 In many instances satisfactory test by correspondence can be made at a date 
other than the balance sheet date. If accounts are confirmed at a date other 
than balance sheet date, review control account entries between date of 
confirmation and balance sheet date and, if any large accounts exist at 
balance sheet date which were not confirmed at prior date, consider possi­
bility of confirming such accounts. In some instances, confirmation can be 
made at other dates without review or reconcilement of the interim trans­
actions.
.6 If there are any unusually large balances represented in the accounts, make 
careful investigation as to nature and origin, including possibility of affilia­
tion. Consider advisability of obtaining information relating to financial 
condition of customer. Consider propriety of inclusion of accounts with 
affiliates as current assets.
.7 Inspect or otherwise account for collateral, if any.
.8 Ascertain the amounts, if any, of accounts discounted, sold or assigned, and 
request confirmation from purchaser.
.9 Review sales cutoff procedures or check sales cutoff by examining shipping 
records for a few days prior and subsequent to the closing date for the 
purpose of making sure that goods represented in invoices rendered around 
the close of the period and included in sales for the period had actually been 
shipped, also ascertaining whether any goods had been shipped but not 
billed and charged to accounts receivable. Similar tests of receiving records 
should be made with regard to returned sales.
.10 Discuss accounts with the management as to doubtful items, possible allow­
ances, claims or other anticipated losses in realization. Investigate significant 
past-due accounts by reference to correspondence, etc.
.11 Investigate adequacy of provisions for bad debts, discounts, etc. Make re­
view of bad debt losses or allowances therefor and compare with the 
preceding period. Consider confirmation of major accounts that have been 
charged off. Also observe whether or not the charge-off of accounts, notes, 
etc., has been properly approved; review recoveries on accounts charged off.
.12 Make inquiry to determine that goods consigned to customers or agents or 
goods under order from customers for future delivery, title to which has not
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passed to customers, have not been included in accounts receivable, but are 
carried as inventory.
Consider making comparisons of total sales for two or three months prior to 
the closing date and other months during the year with the charges to 
accounts receivable control. Investigate abnormal increases in charges to 
receivables near year end.
Test credit memoranda with respect to allowances and other adjustments 
to accounts receivable control for period following balance sheet date to 
determine whether such adjustments are applicable to the accounts at the 
balance sheet date.
30.21 Accounts Receivable — Installment
.1 In addition to the ledger record of the receivables, there generally exist 
supporting documents such as conditional sales agreements, chattel mort­
gages, installment notes, etc. Frequently these underlying documents are 
negotiable.
.2 Test inspection should be made of underlying documents and a comparison 
made with the ledger accounts.
.3 Agings of installment receivables are not so much concerned with the month 
of sale as they are with (a) month in which last payment was received, (b) 
amount past due under terms of contract, and (c) the amount involved in 
contracts with delinquent payments. Such agings should be tested by 
reference to ledger accounts.
.4 See paragraphs 30.20.3, .4 and .5 under Accounts Receivable — Regular as to 
confirmation.
.5 Check client’s procedure with respect to charge-offs and repossessions, watch­
ing particularly for approval and control of repossessed merchandise.
.6 Make or check estimate of approximate amounts maturing beyond one year 
from balance sheet date.
.7 Confirm receivables discounted, sold, or assigned, as well as balances retained 
by companies to whom so transferred.
.8 Review calculations of unearned income, or allowance for collection expense, 
provisions for losses, and adjustment for federal taxes on income, if treat­
ment of installment sales for tax purposes differs from accounting treatment.
30.30 Inventories — Client's Procedures
.1 It is extremely important that a proper preliminary review be made of pro­
posed physical inventory procedures, as planned by the client, well in ad­
vance of the physical inventory dates. Obtain copy of inventory instructions. 
.2 Ascertain the practice of the concern in establishing its physical inventories. 
This will include dates of inventory taking and extent to which year-end 
inventory is based on perpetual inventory records.
.3 Determine the extent of the physical inventory and what classes and amounts 
thereof are not to be physically determined. If concern relies on periodic test 
checks of quantities, ascertain frequency and extent of checks and note 
nature and extent of adjustments.
.4 Investigation of the client’s inventory procedure should include:
(a) By whom are inventory instructions drafted.
(b) Form of instructions and how issued.
(c) Persons responsible for supervising inventory taking.
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(d) Prearrangement of stock, including precautions for clearing work in 
process to natural cutoff points.
(e) Will plant be shut down during inventory period.
(f) Are employees who make the counts also custodians of the items 
counted.
(g) Will tag numbers or inventory sheets before and after distribution and 
collection be accounted for.
(h) Will precautions be taken to insure accurate description of units and 
notations of old, slow-moving, and obsolete stock.
(i) What is the plan for proper cutoff.
(j) What methods will be followed in transcribing the original counts to 
sheets or summaries.
(k) Who will make original extensions and footings, and will they be 
rechecked.
(l) Who determines prices in first instance, and will they be rechecked.
(m) Will inventories be reviewed and approved by department heads or 
other supervising persons.
30.31 Inventories — Quantities
.1 Inventories physically taken at balance sheet date — accountant present. 
Wherever practicable and reasonable, the accountant should be present 
when physical inventories are taken to observe the methods of inventory 
taking and to assure himself that adequate procedures have been adopted 
and followed. In addition to observing procedures, the accountant should 
make sufficient tests of the quantities to satisfy himself as to the general 
accuracy thereof. Our tests of the inventory quantities should be traced to 
the final inventory tabulation. This does not mean that you should trace 
all items, but only to the extent to satisfy yourself as to the accuracy of the 
inventory tabulations. If any major items are included in the final inventory 
tabulations that were not listed by us in our tests of the physical quantities, 
such items should be investigated.
.2 Inventories physically taken at date prior or subsequent to balance sheet date 
within a reasonable time thereof and adequate records exist supporting 
interim changes.
The same procedure as outlined in Paragraph 30.31.1 above should be fol­
lowed, and, in addition thereto, the accountant shall make such auditing 
tests and checks of the inventory accounts and records as are feasible in 
corroboration of the supporting interim changes.
.3 Inventories physically taken at or near year-end — accountant not present. 
When it is not possible to be present at the time of inventory taking, and 
where well-kept and controlled perpetual inventory records are available, 
the accountant, after obtaining approval of a partner, shall make tests of 
inventory quantities at interim dates selected by him. In addition, inventory 
procedures followed by the concern must be investigated by inquiries of 
persons actually making the counts, by the review of forms and records of 
counts, and by such further investigation as may be appropriate. Further, 
the accountant shall make such auditing tests and checks of the inventory 
accounts and records as are necessary to satisfy himself as to the depend­
ability of the perpetual inventory records.
.4 Inventories physically taken, but not at or near balance sheet date, balance 
sheet inventories established from well-kept and controlled perpetual inven­
tory records.
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If complete physical inventory is taken at a date not coincident with the 
balance sheet date or near such date, the accountant shall be present when 
physical inventories are taken to observe the methods of inventory taking 
and to assure himself that adequate procedures have been adopted and 
followed. In addition to observing procedures, the accountant should make 
sufficient tests of the quantities to satisfy himself as to the general accuracy 
thereof. When it is not possible to be present at the time of inventory 
taking, the accountant, after obtaining approval of a partner, shall make 
tests of quantities at interim dates selected by him for the purpose of satis­
fying himself as to the dependability of the perpetual inventory records. 
Further, the accountant shall make such auditing tests and checks of the 
inventory accounts and records as are necessary to satisfy himself as to the 
dependability of the perpetual inventory records. If it is found that the 
perpetual inventory records are not well kept, consideration should be given 
to the necessity of having a physical inventory taken.
.5 No complete physical inventories taken as of any date but in lieu thereof 
individual items are taken from time to time in verification of book records 
at least once a year.
(a) The accountant shall make satisfactory test checks and examinations to 
assure himself that adequate procedures have been adopted and fol­
lowed, and shall be present when a portion of the test checks are made 
to observe the methods of inventory taking and to assure himself that 
adequate procedures have been followed. When it is not possible to be 
present when physical tests are made by the concern, the accountant 
shall make tests of quantities at any selected date.
(b) In connection with the check of procedures or our test counts, we should 
ascertain that a proper cutoff has been made of the postings to the 
perpetual inventory records from receiving reports, requisitions, and 
scrap tickets. Since the plant is usually operating during the time that 
comparisons between physical counts of selected items and perpetual 
inventory records are made, the perpetual records usually do not 
reflect the inventory position at the exact time the count is made. It 
is, therefore, necessary to determine the specific receiving reports, 
requisitions, or scrap tickets which are not reflected in the perpetual 
record and which must be taken into consideration in reconciling the 
physical counts with the perpetual records.
(c) In addition to observing procedures, the accountant should make, as of 
any selected date, sufficient tests of the quantities to satisfy himself as to 
the general accuracy thereof. Where the accountant finds that im­
portant differences exist or that satisfactory checks have not been made 
by inventories during the period, consideration should be given to the 
necessity of a complete physical inventory.
.6 If inventories are distributed in a number of locations, test observance of 
procedures and counts should be made at representative locations, giving 
due consideration to the nature and size of the inventory at each location 
and its relative importance.
.7 If any significant amount of inventory is in the possession of consignees, 
warehousemen, and other outside parties, confirm by test communication 
unless physical tests are made. Where the amount with any one part is 
significant, supplemental inquiry should be made, such as through local 
banks or Dun 8c Bradstreet as to the standing of such parties.
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30.32 Inventories — Observation Instructions
.1 The following is a general outline of the details of audit procedures when 
we are present at time of inventory taking to observe procedures and make 
test counts. This outline is particularly directed to staff assistants assigned 
to this phase of our inventory checking.
.2 Read our audit program or written instructions in connection with the 
engagement with respect to our tests of inventory quantities.
.3 Read client’s inventory instructions with respect to the taking of the physical 
inventory.
.4 Our observations of the inventory taking and tests of inventory quantities 
are frequently co-ordinated with similar checking procedures by the client’s 
employees — usually representatives of the internal audit, planning, or 
accounting departments.
.5 Each staff assistant should ascertain the plant departments or areas assigned 
to him and whether there are any classes of inventory (such as manufacturing 
supplies, for instance) which are not to be included in his tests. Machinery 
and equipment, and tools, dies, jigs, fixtures, and patterns are not ordinarily 
counted or inventoried. He should also determine which of the client’s 
employees are to accompany him as he makes his tests. Normally, the 
departmental foreman, and representatives of the client’s internal audit, 
planning, or accounting departments will accompany our staff assistant. 
They will also review the adequacy of the inventory taking, usually they will 
make test counts as part of the client’s inventory checking procedure, and 
will be available to answer any questions and investigate any discrepancies 
which are disclosed. Correction of errors in inventory tags or inventory 
listings should be made by the client’s employees.
.6 A general survey should be made of the department or area assigned to the 
staff assistant for checking to determine if the stock has been physically pre­
pared to facilitate taking an accurate inventory. The client should have 
segregated like items wherever possible, and the inventory should have been 
stacked or stored in an orderly manner as an aid to counting. Good house­
keeping helps to secure an accurate inventory. The client’s employees may 
not have started making counts at the time the staff assistant arrives in the 
department, some counts may have been completed, or perhaps all counts 
and inventory tags have been completed and the entire area may be ready 
for checking. The staff assistant should not commence any test counts until 
specific sections or portions of the assigned area have been completed by the 
client’s employees.
.7 The staff assistant should review the manner in which inventory tags or 
inventory sheets are being filled in, to determine whether the client’s instruc­
tions to the inventory crews are being followed. Inquiry and observation 
should be made of the manner of making physical counts. Counting scales 
are frequently used for small parts, and the staff assistant should understand 
how they are used. In some instances, estimates by competent personnel 
rather than actual counts, weights, or measurements may be satisfactory -- 
this procedure is normal in some cases for scrap iron, coke, or sand in a 
foundry, ore or coal, and other similar bulk items. The situations where 
actual counts, weights, or measurements have not been made by the client’s 
employees should be brought to the attention of the senior or supervisor in 
charge of the engagement if they are significant.
.8 As soon as the client’s inventory counting crews have completed portions 
of the area (all counts by these crews and all inventory tags may have been
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completed prior to the arrival of the staff assistant), the staff assistant should 
proceed to make test counts and observations in some detail to ascertain that;
(a) The inventory instructions have been properly carried out.
(b) The count, description, last operation completed, and unit of measure 
of the inventory are accurately recorded. (Unit of measure is usually 
indicated as pieces, lbs., cwt. (hundred-weight), gallons, etc.)
(c) Quality and condition have received due consideration.
(d) The counts have been determined with reasonable accuracy.
.9 A very common inventory procedure involves two separate and independent 
counts of each lot of inventory prior to writing the inventory tag or listings. 
If this procedure is in effect, we should review the results of this comparison 
or independent counts.
.10 The staff assistant will not ordinarily physically handle the inventory in 
making test counts. It is often possible to count the items without physically 
moving the stock. Where handling is necessary, particularly heavy or bulky 
items, the client’s inventory crews should be utilized to recount selected 
items in the presence of the staff assistant.
.11 The number of items actually counted by the staff assistant will depend 
upon the character of the items, the reasonableness of the client’s count as 
evidenced by visual inspection of the items, the number and extent of 
errors disclosed, and perhaps to some extent upon the available time. It 
is not practical to specify any fixed percentage of items or values which 
should be actually counted by the staff assistant. It is important to cover 
all classes of items and all sections of the department or area assigned. The 
objective is to establish that the client has taken a careful inventory, that 
instructions have been followed, and that the inventory quantities are 
reasonably accurate. It is not necessary to make a computation of the value 
or percentage of items counted.
.12 The staff assistant should note the relationship between the size of each lot 
of inventory and its count. It is then possible to visually check the general 
reasonableness of certain of the recorded counts without making an exact 
determination in such instances.
.13 Lists should be prepared by the staff assistant of representative items in the 
inventory which will be subsequently compared with the compiled inventory. 
We have printed forms available for this purpose. It is not necessary to list 
all items counted. We are particularly interested in obtaining a representa­
tive sample of those items where the unit value or aggregate value is large. 
In some cases, it may be appropriate to distinguish between items actually 
counted and items listed without actual count.
.14 After covering the assigned area, the staff assistant should make a review to 
determine that all items have been counted and tagged (or listed on inven­
tory sheets).
.15 Ordinarily, upon completion of the checking done by the client's repre­
sentatives, the staff assistant will confer with them to ascertain that disclosed 
errors have been corrected and agree as to whether that assigned area is to 
be approved as satisfactory. Final approval as to "release” of each depart­
ment or area is ordinarily made by us.
.16 When inventory tags are used, the normal procedure involves having one 
or more of the client’s employees assigned to distribute inventory tags to 
departments or areas prior to the tag-writing operation, and later to account 
for all inventory tags. The staff assistant should review the procedure and 
ascertain that all tags have been accounted for. We should secure a copy of 
the working papers or listings developed by the client’s employees in con­
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trolling the tags issued to and returned by each department. They should 
indicate clearly the tag numbers actually used in taking the inventory,
.17 The staff assistant should prepare a brief memorandum outlining the con­
ditions found in the areas assigned to him, the extent of his tests, and his 
conclusions. This memorandum should state that the client’s inventory 
instructions and our audit program have been followed; and if there were 
exceptions in either instance, explain what they were and the reasons 
therefor.
30.33 Inventories — Calculations
.1 Make tests of computations of inventory; i.e., extensions, footings, recapitu­
lations, etc. Make sufficient tests of extensions to guard against the over­
statement or understatement of extensions by reason of the expression of 
quantities in one unit and their pricing and extension in another, the mis­
placement of decimal points, and similar errors.
30.34 Inventories — Pricing
.1 Ascertain the method of pricing. Where prices are based on cost, ascertain 
whether this is average; first-in, first-out; last-in, first-out; standard; specific 
lot; or other basis of determination. Investigate reliability of costs.
.2 Make test checks of basis of pricing and prices used by reference to cost 
records, purchase invoices, market quotations, commitments, etc., giving 
consideration to each of the major classifications or departments.
.3 If average cost is used, ascertain what method was employed and over what 
period.
.4 If standard costs are used, determine whether such costs differ materially 
from actual costs on first-in, first-out basis. Investigate variance accounts 
and include comments in working papers as to effect thereof on inventory 
prices. Ascertain policy and practice as to changes in standards. If changes 
occurred during period, investigate effect on inventory pricing.
.5 Review overhead rates to determine whether they are reasonable and over 
what period they are based. This would include method of computation, 
comparison with actual for current and prior years, and inquiry into nature 
of items included therein.
.6 Ascertain whether or not all classes of inventory have been subjected to 
tests as to replacement cost and net realizable value as contemplated in 
Accounting Research Bulletin No. 29.
.7 See if inventory has been valued and determined on basis consistent with 
that of preceding period. If not, obtain full data on nature and effect of in­
consistency.
.8 See if trade discounts, special rebates, and similar price reductions have 
been eliminated in determination of the inventory prices.
.9 If supply inventories are important in amount, check basis of pricing.
.10 In large concerns there usually arises the question of interdepartmental and 
interbranch transfers. The accountant should investigate whether or not 
unrealized profits are taken up in such transfers and, if so, the extent in­
ventory is affected thereby.
.11 Make inquiry regarding existence of damaged, slow-moving, over stocked, 
out-of-style, and obsolete inventories. Determine to what extent prices used 
on these items allow for such factors. Where possible, make comparison with 
recent sales prices.
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In making inquiry and tests to determine the possible existence of ob­
solete or slow-moving stock, consideration should be given to a review 
of records and discussions with employees in the engineering, and in the 
material control and production control departments. These other depart­
ments may have made determinations of this character which have not been 
reflected in the accounting records.
It is usually possible to test for obsolete or slow-moving stock by selecting 
specific items and comparing the inventory quantities on hand with the 
actual usage in recent months — perhaps during the previous year. The 
tests should be made initially in quantities, and then converted to money 
values if necessary.
A general review of planning records and discussions with planning per­
sonnel will generally reveal evidences of obsolete or slow-moving stock, if 
any exists.
There is usually physical evidence of obsolete or slow-moving inventory 
which can be noted at the time of inventory taking. This may take the 
form of accumulations of rust or dust on stored items. Conversation with 
foremen often discloses the existence of such items.
30.35 Inventories — General
.1
.2
.3
.4
.6
.9
.10
.11
Prepare summary of inventories by locations and compare with that at close 
of preceding year. Investigate any unusual variations. Show separately 
amounts for factory supplies and repair parts.
On first examinations prepare summaries of inventories at beginning of 
period: investigate cutoff of purchases and sales at that date, and make tests 
of computations and basis of pricing.
If the accounting system of the company provides for the determination of 
dollar amounts of book inventories, compare with amounts for physically 
determined inventories, and investigate substantial differences.
Consider the cost accounting system in use as to whether (a) the principles 
and methods followed are suited to the particular operation, (b) the prin­
ciples are being properly applied, and (c) the results obtained from its use 
are satisfactory as to general accuracy of cost of products sold.
Where appropriate, prepare schedule showing gross profit realized on sales 
in comparison with preceding year results; where practicable, prepare by 
departments, products, or other natural division. Also prepare schedules 
showing turnover of inventory.
Review purchase and receiving records before and after cut-off date and see 
that all liabilities for merchandise included in the inventories have been 
provided for and that proper consideration has been given to shipments 
and returned goods near the period of inventory taking.
Make investigation as to materials in transit and corresponding liabilities.
If it is customary to receive deliveries under purchase contracts which are 
not promptly billed, confirm the quantities delivered by communication 
with the vendor, and see that proper liability was recorded.
If there is contract work in progress, investigate to determine whether or 
not a loss is indicated on the completed contract.
See that no merchandise consigned to company is included in inventory. 
Consider correspondence with vendors customarily consigning goods to the 
company even though books show no balance.
Ascertain whether any part of the inventory has been pledged to secure 
indebtedness of the company.
.5
.7
.8
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.12 Determine whether insurance is carried with respect to inventory wherever 
located.
.13 If statistics are available, it is desirable to make a general reconcilement of 
quantities of principal products sold with production or purchases during 
the period, or make such other over-all quantity comparisons as may be 
feasible.
.14 Investigation should be made of major purchase and sales commitments to 
ascertain whether any losses will be realized upon completion of the con­
tracts.
.15 The accountant in charge of the engagement must be fully satisfied with 
the inventory in every respect and, if he is in doubt on any matter pertain­
ing to the inventory, the subject should be discussed with a partner.
.16 In the examination of inventories of a large concern, the accountant should 
be primarily interested in procedures and principles back of the inventory 
and in the basis of inventory pricing rather than in a lengthy check of a 
large number of individual items. His inquiry will be directed primarily 
towards determining the inventory policy of the company and whether the 
company has procedures to insure such policies being carried through 
satisfactorily to the final results. His tests of quantities, prices, and com­
putations may be more limited than in smaller concerns. Detailed tests will 
be made primarily for the purpose of satisfying himself that the concern's 
policies of inventory valuation have been carried through in practice.
30.36 Prepaid Expenses and Deferred Charges
.2
.4
.5
Check general mathematical accuracy and ascertain that they are proper 
amounts to be charged to future operations.
Generally inspect insurance policies in support of unexpired insurance pre­
miums and prepare summary of coverage; and, where significant and de­
sirable, obtain confirmation of coverage from insurance brokers. The letter 
to the insurance brokers should also request information as to outstanding 
premium deposits and insurance refunds and settlements made during the 
year. If insurance policies are assigned, confirm details and coverage. If 
company maintains an adequate insurance record, a list of policies need 
not be made, but a summary of the company’s records should be in the 
working papers. Attention should be given to the adequacy of insurance 
and fidelity bond coverage. Discuss with client if insurance coverage is be­
lieved to be inadequate.
Examine tax bills and receipts or other data in support of prepaid taxes. 
Consider confirmation of rental and other deposits.
Obtain full data and review method and computations used in amortizing 
bond discount and expense on issues still outstanding.
If development, experimental, or other similar items are included in de­
ferred charges, obtain details and determine if these items were properly 
and consistently treated.
30.40 Investments and Other Assets
.1 Investments in and advances to subsidiaries or affiliates:
(a) Inspect securities and notes.
(b) Determ ine cost and basis of amounts carried for securities, and analyze 
transactions during the period.
(c) In respect of subsidiaries, consolidated or not consolidated, obtain co m­
p lete information as to the parent com pany’s equity in net assets, equity
.1
.3
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in undistributed earnings since acquisition, and equity in earnings for 
the period under review.
(d) Where necessary, analyses or summaries of intercompany transactions 
should be obtained or prepared to indicate nature and extent of deal­
ings. See that intercompany accounts are in balance.
.2 Other items under this classification:
(a) As to other investments, examine or account for and obtain full in­
formation with respect thereto, including determination of cost, basis 
of amounts carried, and changes during period. Check income received 
during period and compute accrued income. If the company has an 
important investment in an unlisted security, request financial state­
ment of company and also investigate for possible affiliation. Determine 
whether provisions for possible losses are required.
(b) Obtain complete list of officers’ and directors’, stockholders’, and other 
personal accounts; investigate large balances and secure signed con­
firmations. It may be advisable to analyze, investigate unusual items, 
and obtain approval of all transactions in officers’ and other similar 
personal accounts for the year, and to review entries after balance sheet 
date. Review with executives of client for approval.
(c) Be sure that all credits due for salaries, bonuses, commissions, etc. have 
been entered in the proper accounts.
(d) Confirm the cash surrender value of life insurance policies, the bene­
ficiary, the person who has the right to direct change, and any policy 
loans, assignments, and special conditions, by reference to the insurance 
policies and by correspondence with the insurance companies. Recon­
cile premiums paid and the increase in cash surrender value during the 
period, and prepaid premiums at the beginning and end of the period 
with life insurance expense.
(e) Sundry other receivables — account for all notes and obtain trial balance 
of accounts. Request confirmation of significant amounts.
(f) Review items under this classification as to possible losses in realization 
and determine whether adequate provisions have been made therefor.
30.45 Property, Plant, and Equipment (Including Properties 
Not Used in Operations)
.1 Investigate the basis of the amounts stated for property, plant, and equip­
ment and tools and dies if this information has not been previously ob­
tained. On first examinations, it may be advisable to prepare a summary by 
years of the changes in the principal accounts, since inception of the com­
pany.
.2 The permanent file should include full information as to acquisitions for 
capital stock or other securities of the company, write-ups, write-downs, etc.
.3 Prepare or obtain summaries of the asset and related depreciation accounts 
to show additions, deductions, transfers, and other changes for the period 
under review.
.4 Support all significant additions to the property accounts by reference to 
purchase invoices, authorizations, appropriations, data in support of com­
pany labor, etc. In some cases it may be desirable to physically inspect 
major additions to property.
.5 Ascertain that cost of construction or manufacture by company of additions 
capitalized are on proper cost basis and include no element of profit.
.6 Inspect deeds, leases, or other appropriate information pertaining to new 
acquisitions of property.
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.7 Review the company’s procedure in respect to property disposals, abandon­
ments, idle plant, and property not used in operations. Prepare or obtain 
schedule thereof for the period under review and test check calculations of 
gain or loss on disposals.
.8 Ascertain the amount, if any, of fully depreciated assets (or fully amortized 
war emergency facilities), and how treated in the accounts.
.9 Determine policies with respect to depreciation and depletion, amortization 
of tooling costs, repairs and maintenance obsolescence, etc., and the con­
sistency of their application in comparison with the preceding accounting 
period.
.10 Test check calculations of depreciation and depletion provisions. Reconcile 
depreciation provisions for the period with depreciation expense accounts. 
Ascertain if there is any variation between provisions charged to income 
and those claimed for Federal income tax purposes.
On first examinations, it may be advisable to prepare a summary by years of 
depreciation and depletion provisions and to investigate unusual entries, 
since inception of company.
.11 Determine how leasehold improvements are being amortized.
.12 Review repair and maintenance accounts to see if additions to property, 
plant, and equipment have been erroneously expensed.
.13 Inspect tax bills, insurance policies, or other data to see whether such docu­
ments give any indication that title to any part of the properties does not 
rest with the concern, or the properties have not been recorded on the books.
.14 Appropriate information should be obtained with respect to the total cost 
of any major expansion programs and the amount of commitments outstand­
ing with respect thereto.
.15 Communicate with legal counsel for information regarding major trans­
actions connected with the property, plant, and equipment of the client that 
had come to their attention during the year.
.16 In examination of additions to these accounts, where the company’s policy 
regarding additions is not well defined, the accountant should inspect data 
supporting substantially all of the additions.
.17 Examination of data supporting additions in these accounts for large con­
cerns will ordinarily be confined to the larger and more significant items 
with a spot test of representative smaller items to ascertain policies being 
followed. Reference to budgets, work orders, appropriations, and similar 
authorizations to determine policies of capitalization is more important than 
elaborate analyses and support of additions. Tests should be made of the 
calculations for depreciation wh ich should be sufficient to indicate policy 
and methods followed, but need not be detailed.
30.50 Intangibles
.1 Ascertain basis of the amounts carried for intangibles. On first examina­
tions, prepare historical summary of items.
.2 Inspect data, such as opinions of patent counsel or patent papers, in support 
of additions to and deductions from accounts for the year.
.3 Check amortization write-off, and reconcile with amount included therefor 
in profit and loss.
30.55 Current Liabilities
In  the examination of financial statements, it is of greatest importance
to determine that appropriate provision has been made for all liabilities.
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T he accountant should keep constantly in m ind that it is far more likely 
that liabilities will be understated than overstated. Any kind or class of 
significant liability not specifically m entioned hereinafter should, never­
theless, be made the subject of careful inquiry and scrutiny, and the work­
ing papers shou ld include fu ll information relative thereto, indicating 
the treatm ent accorded such liabilities.
.1 Prepare or check company schedule of notes payable showing dates of notes, 
maturity dates, payees, amounts, interest rates, security (if any), endorsers 
or guarantors (if any), and accrued or prepaid interest. Obtain copies of 
loan agreements; review provisions with respect to financial position, pay­
ment of dividends, salaries, and similar matters; and investigate compliance 
therewith. Review necessity for disclosing pertinent provisions of loan 
agreements in footnotes to the financial statements. Reconcile interest paid 
and accrued or prepaid interest at beginning and end of period with amount 
of interest expense shown in the earnings statement.
.2 Obtain confirmation of notes, trade acceptances, drafts against letters of 
credit, etc. from banks, brokers, or other payees.
.3 Prepare trial balance or check and foot company trial balance of accounts 
payable, and separate as to trade accounts payable, personal accounts, ac­
counts with affiliates, etc. Also observe if discounts are usually taken and if 
there are past-due amounts of importance. Segregate debit balances and 
investigate to determine collectibility and whether they include unentered 
purchases.
.4 Compare available statements from creditors with accounts payable in suf­
ficient number to indicate generally the correctness of such individual ac­
counts. When statements from principal suppliers or creditors are not 
available, they should be requested. Statements should also be requested 
directly from a few selected suppliers or creditors even though the client 
has on file statements from those creditors. All important differences be­
tween the statements and the accounts payable records should be accounted 
for.
It should be remembered that the purpose of the test confirmation of ac­
counts payable is to detect or determine unentered or unrecorded liabilities, 
whereas the primary purpose of the test confirmation of receivables is to 
determine the validity of amounts that have been entered or recorded in 
the accounts. Therefore, when the internal control procedures are reason­
ably adequate, the extent of our direct confirmation of accounts payable 
can be considerably reduced or eliminated.
.5 Obtain confirmation from creditor if any important account appears to be 
improperly stated, and consider communication if account is in dispute. 
In some instances, the condition of the records or other reasons may make 
extensive communication with recorded or possible unrecorded creditors 
advisable.
.6 Review or check receiving, voucher, and cash records; journal entries; and 
unrecorded invoices on file for a period subsequent to the date of the bal­
ance sheet to determine whether any significant liabilities (such as liabilities 
for materials in transit, uncompleted plant additions under contract, and 
various expense items, not definitely known until some time after the bal­
ance sheet date) have not been recorded.
.7 Review or check computations of, and ascertain that appropriate provision 
has been made for, accrued or unpaid pay rolls (including vacation pay),
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officers’ salaries, accrued taxes (federal, state and local), pay roll taxes, in­
surance, commissions, interest, royalties, rentals, etc.
.8 Obtain complete information with respect to pension plans. Ascertain 
that appropriate provision has been made for current obligations there­
under. Determine the annual cost and the amount of the unfunded liability 
for past service costs. With respect to self or jointly administered pension 
plans, review the procedures followed by the client in determining its con­
tribution and test the amounts thereof by comparison with information 
furnished by the actuary, pay roll records, or other appropriate data.
.9 Investigate or determine whether any liabilities may exist or arise as a result 
of price redetermination of defense contracts or renegotiation of profits on 
defense business. Obtain information with respect to previous settlements 
of the client.
.10 Obtain full details as to all other kinds of current liabilities which may 
exist, such as liabilities for consigned goods sold, legal expenses, judgments, 
deposits by customers or others, unclaimed dividends, unclaimed wages, 
workmen’s compensation claims, etc. Corporations, other than financial in­
stitutions, are subject in some states to escheat laws, and investigation thereof 
should be made where appropriate.
.11 Obtain full information on status of federal and state income and other 
taxes for prior years and effect of unsettled matters. Where we do not pre­
pare the tax returns, we should nevertheless review the tax returns and the 
company’s reconcilement of taxable and book income to ascertain that the 
returns have been reasonably accurately prepared. Consideration should be 
given to possible application of Section 102 of Internal Revenue Code. If 
applicable, working papers should indicate details of discussions with man­
agement. Ascertain that liability account is sufficient to cover unsettled 
matters. Indicate reasons for “cushion” carried over, if any. Compute cur­
rent period provision. Indicate reasons for any “cushion” included therein.
30.58 Contingent Liabilities
.1 Secure full information (and obtain confirmation where advisable) as to 
endorsements on discounted notes, guarantees (including those of obliga­
tions of affiliates), repurchase commitments, legal judgments, pending litiga­
tion, probable tax assessments, and all other kinds of contingent liabilities. 
Request for information as to pending litigation or claims should be di­
rected to legal counsel. Review of invoices from legal counsel often pro­
vides clues as to these matters.
30.59 Contracts and Commitments
Prepare or obtain summary of significant uncompleted purchase contracts 
or commitments, including information as to the contract or commitment 
prices, quoted prices at the balance sheet date, quantities, etc.
Secure similar information as to any important uncompleted sales contracts 
which are at prices below regular selling prices or which may result in a 
loss.
Inquire as to product warranties.
Secure full information (copies when available) as to any management or 
employment contracts, leases, labor agreements, licenses and royalty agree­
ments, profit-sharing and pension plans, etc.
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30.60 Funded and Other Long-Term Debt
.1 Obtain or prepare analyses of all transactions in funded and other long­
term debt during the period under review.
.2 Obtain confirmation from trustee or holder of principal amount of funded 
indebtedness or other long-term obligations.
Correspond with trustee as to compliance with terms of indenture.
.3 Obtain copies of and read the bond indentures or other instruments gov­
erning this type of indebtedness. Note in the working papers the principal 
points as to principal amount of bonds authorized, repurchased, and re­
tired, or repurchased and held in treasury, or in sinking or other funds. 
Also list in working papers the principal provisions of the governing in­
strument, such as sinking fund or redemption requirements, requirements 
as to current or other asset amounts or ratios, dividend or surplus restrictions, 
assets pledged as security, etc., and determine if such requirements have been 
met. Review necessity for inclusion of requirements as footnotes to the 
financial statements.
Inspect bonds held in treasury and obtain confirmation of bonds retired or 
held by trustee in sinking or other funds.
Ascertain the amount of any bonds or long-term debt maturing within one 
year. Also ascertain what amount, if any, is required to be paid into sinking 
funds within one year.
Ascertain amount and nature of assets pledged or assign ed to secure debt. 
Check computation of accrued interest and interest expense for the period.
.4
30.65 Deferred Income
.1 Determine nature and origin. Prepare statement of policy followed.
.2 Check calculations.
.3 Consider whether or not there is any class of recorded income which is 
unearned.
30.70 Reserves
.1 Analyze all reserve accounts and consider the adequacy, propriety, and 
proper classification of each reserve. The analysis of the reserve accounts 
should indicate the nature of the charges or credits to the reserve. Ascertain 
propriety of such charges or credits.
.2 On first examinations review transactions in general reserve accounts for 
prior periods in order to ascertain general policies with respect to establish­
ment, use, and adequacy of the reserves. If reserves do not contain frequent 
transactions, complete analyses and history thereof should be obtained.
30.75 Capital Stock
1. Analyze transactions in capital stock accounts during the period under 
review.
.2 Review changes in charter, capital stock structure, and minutes for period. 
On first examinations, inspect charter or certificate of incorporation and 
amendments, by-laws, minutes pertaining to organization, method of pay­
ment for capital stock, and make notes covering the essential corporate 
matters relating to capital stock, such as classes, par or stated value, restric­
tive provisions, if any, etc.; also duration of charter, authority granting
.5
.6
.7
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.6
c h a rte r , o r ig in a l a u th o r iz a tio n  o f each  class o f stock a n d  a ll su b seq u e n t 
ch anges in  a u th o r iz a tio n , a m o u n t of each  class o f stock p re sen tly  o u ts ta n d in g , 
etc. A lso rev iew  m in u te  reco rd s a n d  in sp e c t d o cu m en ts  re la tin g  th e re to  as 
to  a u th o r iz a tio n  fo r changes in  a u th o riz e d  stock a n d  fo r sales, exchanges, a n d  
re d e m p tio n s  o f v a rio u s classes o f stock.
D e te rm in e  th e  n u m b e r  of shares o f c a p ita l stock  b o th  issued  a n d  o u ts ta n d in g  
a t  th e  b a la n ce  sh ee t d a te :
(a) O b ta in  fro m  th e  re g is tra r  a n d  tra n s fe r  a g e n t co n firm a tio n  o f th e  issued 
stock, o r
(b) I f  th e  c o m p an y  has n o  in d e p e n d e n t  re g is tra r , tak e  tr ia l  b a la n c e  o f th e  
stock certifica te  stu b s (o r s to ck h o ld e rs’ led g e r if stu b s a re  n o t  k e p t)  a n d  
see th a t  o r ig in a l issue a n d  tra n s fe r  taxes h ave  b e e n  p a id , th a t  rece ip ts  fo r  
certifica tes issued  h av e  b e e n  o b ta in e d , etc. A cco u n t fo r  u n u se d  certifi­
cates a n d  a sc e rta in  th a t  a ll c an ce led  certifica tes h ave  b e e n  m u ti la te d  to  
p re v e n t  re-use.
In c lu d e  in  w o rk in g  p a p e rs  co m p le te  in fo rm a tio n  as to  an y  stock o p tio n s  o r  
re serv a tio n s , d iv id e n d  arrea rag es, etc.
A c co u n t fo r  a n d  in sp e c t certifica tes fo r trea su ry  stock, if  any, a n d  in c lu d e  in  
w o rk in g  p a p e rs  c o m p le te  d e ta ils  o f a ll stock  tran sac tio n s  d u r in g  th e  p e r io d  
u n d e r  review .
C o n s id e r  th e  p o s it io n  o f  th e  co m p a n y  w ith  re sp ec t to  co m p lian ce  w ith  stock 
p ro v isio n s. R ev iew  necessity  fo r  in c lu s io n  o f p ro v isio n s as fo o tn o te s  to  th e  
fin an c ia l s ta tem en ts .
30.76 Surplus (Additional Paid-in Capital, Retained Earnings, Etc.)
.1 M ak e  co m p le te  analysis o f su rp lu s  acco u n ts  fo r  th e  p e r io d  u n d e r  rev iew  a n d  
to  th e  d a te  o f c o m p le tio n  o f o u r  e x a m in a tio n , a n d  reco n c ile  th e  o p e n in g  
b a lan ces  w ith  b a lan ces  show n  in  b a la n c e  sh ee t a t th e  close o f  th e  p re c e d in g  
p e r io d . O n  first ex am in a tio n s , w h e re  p ra c tic a b le , rev iew  th e  su rp lu s  ac­
c o u n ts  fro m  in c e p tio n  o f th e  co m p a n y  fo r  th e  p u rp o se  o f d e te rm in in g  th e  
n a tu re  o f  th e  e n tr ie s  th e re in  a n d  d isc losu re  o f w rite -u p s a n d  w rite-dow ns 
o f assets, re o rg a n iz a tio n  tran sac tio n s , item s o f a c ap ita l su rp lu s  n a tu re , 
c a p ita liz a tio n  of ea rn in g s, o r  o th e r  ad ju s tm e n ts . I f  su rp lu s  h as n o t  b e e n  
seg reg a ted  as to  th e  v a rio u s classes o f su rp lu s , if  p ra c tic a b le , m ak e  su ch  
seg reg a tio n . I t  is d e sirab le , in  an y  even t, to  d e te rm in e  w h e th e r  o r n o t  an y  
a p p re c ia t io n  is in c lu d e d  in  th e  su rp lu s  a c c o u n t o r  accounts .
.2 D e te rm in e  w h e th e r  o r  n o t  th e re  a re  an y  re s tr ic tio n s  o n  su rp lu s  o f an y  class 
th ro u g h  b o n d  in d e n tu re  re q u ire m e n ts , ag reem en ts , p ro v isio n s o f  c a p ita l 
stock  issues, o r  b y  re aso n  o f trea su ry  stock. R ev iew  necessity  fo r  in c lu s io n  of 
re s tr ic tio n s  as fo o tn o te s  to  th e  fin an c ia l s ta tem en ts .
.3 C o n sid e r a ll charges a n d  c red its  to  each  class o f su rp lu s  d u r in g  th e  p e r io d  
u n d e r  review , a n d  d e te rm in e  w h e th e r  such  charges o r  c red its  sh o u ld  h av e  
b e e n  m ad e  to  su rp lu s  acco u n ts  o r  to  p ro fit a n d  loss accoun ts .
.4 R e fe r  to  m in u te s  o f d ire c to rs ’ m ee tin g s to  d e te rm in e  if  d iv id e n d s  p a id  w ere  
d e c la re d  a n d  also to  d e te rm in e  if a ll d iv id e n d s  d e c la re d  h av e  b e e n  e ith e r  
p a id  o r  in c lu d e d  in  lia b ilitie s .
.5 M ak e  re c o n c ile m e n t o f su rp lu s  show n  in  b a la n ce  sh ee t w ith  th e  b a la n c e  of 
su rp lu s  show n  o n  th e  books o f th e  co m p a n y  b e fo re  ad ju s tm e n ts .
N ote: In  th e  case o f a p a r tn e rs h ip  o r  p ro p r ie to rsh ip , a c o m p le te  analysis of 
p a r tn e rs h ip  o r  p ro p r ie to rsh ip  acco u n ts  sh o u ld  be  m ad e  fo r  th e  p e r io d  u n d e r  
rev iew  a n d , if a p a r tn e rsh ip , a copy  o f the  p a r tn e rsh ip  a g re e m e n t sh o u ld  be
.3
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obtained and read to determine whether or not all entries to the partners’ 
accounts have been made in accordance with partnership agreement.
40.00 INCOME AND EXPENSE
Reference is made to the comments hereinbefore included relating to 
the adaptation of the audit program to the accounting methods and in­
ternal control existing. This section covers only special matters relating 
to the statement of income and expense.
40.80 Adequacy of Accounts
If the income and expense accounts on the trial balance are not in 
sufficient detail to perm it the preparation of an income and expense 
statement in intelligent, classified form, the accounts should be analyzed 
and the items segregated in appropriate classifications. It is desirable 
to have comparative figures for the preceding period which will indicate 
im portant variations in the income and expense items that may require 
investigation and wh ich may also indicate changes in classification of 
items; if so, it is desirable to know the reasons for and the extent of such 
changes.
40.81 Sales
.1 In many cases, sales allowances, discounts, and sometimes outgoing freight 
are charged directly to sales account. It is sometimes desirable to have gross 
sales shown in the income and expense statement from which should be 
deducted sales discounts, allowances, freight, etc.
.2 Ascertain if a substantial percentage of total sales and/or operating revenues 
have been made to or obtained from a few customers, and, if so, secure 
details as to amounts and percentages of total volume. Obtain a summary 
of sales by major products or lines, and by months, if readily available and 
pertinent.
.3 Where appropriate and desirable reconcile record of units shipped with the 
dollar amount of sales as recorded in the income accounts and with pro­
duction records.
.4 Determine the amounts of sales, if any, to affiliates and, if a relatively im­
portant amount, show separately in the income and expense statement.
.5 Ascertain amount of interplant sales and eliminate in statement of income 
and expense.
40.82 Cost of Products Sold
.1
.2
If the concern has a satisfactory tied-in cost system, reversal of cost of sales 
into material, labor, and overhead elements is usually inadvisable.
Obtain a summary of cost of products sold by major products or lines, and 
by months, if readily available and pertinent.
Compare gross margin realized on sales during the period with similar 
information for the preceding period; account for significant differences.
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.4
.6
Scrutinize cost of sales accounts for unusual entries and investigate adjust­
ments of substantial amount.
Ascertain treatment of scrap sales; generally they should be applied as a 
deduction from cost of products sold.
Ascertain amount of interplant purchases, if substantial, and eliminate in 
statement of income and expense.
40.83 Manufacturing, Selling, Administrative, and General Expenses
.1 Make general review of the accounts for these expenses to see that they are 
properly classified and that the accounts have been kept on a consistent 
basis. Make comparisons with the preceding year and investigate any im­
portant variations. Obtain analyses and information as to extraordinary or 
nonrecurring items of material significance and any large unclassified or 
miscellaneous expense accounts.
.2 Preliminary or first-closing trial balances of expense accounts should not be 
prepared where we can conveniently obtain the necessary information from 
the expense ledgers or from first-closing expense statements prepared by 
the client.
.3 Post-closing trial balances of expense accounts should be prepared only 
when we cannot obtain appropriate or similar information from the client.
.4 Ordinarily it is not necessary to indicate on the preliminary or first-closing 
trial balance of expense accounts the adjustments that have been made to 
these accounts, where the accountant can be reasonably satisfied as to the 
propriety and proper classification of such adjustments by the client.
40.84 Other Income and Deductions
.4
Classify into appropriate divisions, where necessary.
Obtain analyses of larger items, as well as any important extraordinary or 
nonrecurring items.
Review interest paid accounts and reconcile with transactions during the 
period in the prepaid and accrued interest accounts. Segregate interest on 
long-term debt from other interest paid.
Determine whether dividends from subsidiaries were properly included in 
income or should be applied as a reduction of the investment account.
40.85 Taxes on Income and Supplementary Data
.1 Reconcile the net profit shown on the statement of income and expense with 
the amount to which income tax rates are applied. Review any credits for 
income tax refunds or charges for additional taxes paid during the period 
and determine which prior years were affected.
.2 Where income tax returns and S.E.C. reports are prepared by us, schedules 
of the data required by such returns or reports should be obtained during 
the course of our examination.
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A u dit W orking Papers
BY MAURICE E. PELOUBET
PURPOSE OF WORKING PAPERS
One of the characteristics of present-day auditing and accounting work 
is the requirem ent that individuals, partnerships, or corporations prepare 
statements of their affairs and condition in different forms and from 
different points of view. It is assumed that working papers are desired 
that are sufficiently flexible and analytical to meet these requirements. 
It is of the utmost importance to plan working papers from the start with 
the final statements always in mind. T he use of practical methods for 
avoiding duplication of work and reanalysis of accounts is thus made 
possible.
Different Statements for Different Purposes
Under present conditions of practice, with few exceptions, statements 
for more than one purpose or to satisfy the requirements of various 
officials and bodies must be drawn up from the same set of books. There 
is a surprisingly widespread illusion, which is shared not only by the 
uninform ed public but also by numbers of otherwise intelligent business­
men, that the average corporation keeps two or three sets of books — 
separate sets of books for corporate purposes, for tax purposes, and 
possibly for purposes of reporting to some body or commission such as 
a state public utilities commission, the Interstate Commerce Commission, 
or the Securities and Exchange Commission.
T he accountant knows that this is not a fact. He knows that financial 
books must be so devised that the various statements required can all be 
drawn from the same set of books. Each statement will be prepared for 
a specific purpose and will show the position of the enterprise from that 
point of view, b u t it must be possible to reconcile each one with the 
books themselves and with the other statements.
Scope and Purpose
T he object of this chapter is to provide an accountant with a practical 
set of working tools for an audit assignment. Many large firms, especially
American Ins t i tu te  of Accountants  
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those with branch offices, have developed office manuals in which methods 
are prescribed for ensuring a uniform standard of work throughout their 
staff.
The material here presented may meet the needs of firms that 
have not yet drawn up such manuals for themselves.
Definition of Working Papers
By working papers are meant the records and memoranda that an 
accountant develops in connection with an audit, which enable him to do 
his work with a minimum expenditure of time and effort and to preserve 
a full and clear account of it. They outline the conditions he found; the 
methods of examination he applied; the data he collected, not only from 
analysis of the client’s records and accounts but also from confirmations 
and corrections obtained through other sources; and the findings at which 
he arrived. They thus constitute not only a collection of the material 
that he has found necessary in compiling his report but also a record for 
the future, in case questions regarding his findings arise on the part of 
the client, the Treasury Department, the courts, or administrative bodies 
such as the Securities and Exchange Commission.
Working Papers and Third Parties
Any working papers may at some time be subject to examination by a 
third party. Some working papers, such as those prepared for the 
support of an income tax return, are almost certain to be reviewed at 
some time by the Bureau of Internal Revenue. The replies to question­
naires sent to a number of firms to obtain information as to practices 
and ideas on working papers indicated the importance of that considera­
tion.
The firms stated that review by Treasury representatives was the 
principal third party use of their papers.
However there are other important uses. Papers may be exhibited to 
a client’s employees, associates, or creditors, of course at the client's 
direction. Papers may need to be shown, moreover, to the Securities and 
Exchange Commission, and there is always the possibility that they may 
have to be put in evidence in a legal action. While this last is probably 
the least likely event in which third parties may examine working papers, 
it also may be the most important.
An audit may, of course, cover anything from a complete detailed 
review of every transaction made by a company to a mere general survey 
of conditions and methods, supplemented by a partial verification of 
specified assets. According to the situation, the working papers developed 
in connection with an audit may be brief and simple or elaborate and 
varied.
2
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Auditing Is Analytical Accounting Constructive
It is to be borne in m ind that the professional activities of an account­
ant are partly analytical and partly constructive, and that both character­
istics are to some extent mingled in almost everything he does. Broadly 
speaking, he acts constructively in devising forms or methods for keeping 
records, advising as to the nature of the entries required for certain 
transactions or as to their accounting significance, preparing reports and 
statistics for executive purposes, and preparing tax returns and other 
reports required by Federal, state, or other supervisory or regulatory 
bodies. However, an accountant is often engaged upon what is called 
“investigation,” in which, although the ultim ate purpose is constructive, 
the essential activity is analytical. T he object of the investigation may 
be to arrive at a purchase price of an enterprise, to ascertain the compara­
tive value of two companies, to provide the basis for an estimate of a 
company’s future earning power, to determine the actual cost of certain 
goods, the honesty of employees, or the sufficiency of a system of records. 
T he object also may be to determine the position of a company with 
regard to outside bodies, such as the taxing authorities or governmental 
bureaus or commissions. In  fact, the investigation may cover almost any 
feature of an enterprise on which the client thinks the accountant may 
usefully report and for which the accountant is willing to take the 
responsibility of reporting.
On the other hand, the accountant’s auditing work, which is pre­
dom inantly analytical, may include elements that are strictly constructive. 
This is not the case, of course, in the ideal situation, when the client’s 
accounts are well kept and the client has statements prepared from them 
in proper form, supported by reasonably extensive analyses of the im­
portant accounts. On such an occasion little more than verification, 
approval, record of the work done, and the preparation of reports is 
required of the auditor.
Certain constructive work is generally expected by the client and 
performed by the auditor as a part of the average audit. In  some bank­
ruptcy and fraud cases, indeed, the accountant may have to construct and 
reclassify the accounts from whatever original data may be available. 
Obviously, as the constructive elements in an audit increase, the working 
papers will become more complex. W hatever the situation may be, they 
should be adequate to show the examination that the auditor has made 
and to serve as a proper basis for the figures given and the opinions 
arrived at in his report. This requirem ent holds, whether the working 
papers represent statements originally prepared by the client himself or 
by the auditor.
In any type of audit work the auditor must remember that regardless of 
how he goes about it what he actually is doing from a legal or professional 
point of view is to audit the statements of the client. In the usual audit of
3
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a small business at the present time in the U nited States it may be difficult 
for the auditor to remember this. He is generally presented with a more 
or less incomplete trial balance and is required sometimes to close the 
books and at other times to make necessary adjustments and in almost 
every case to recast the figures into the proper forms for the financial 
statements. T he preparation of the statements is, in reality, no part of 
an audit, and if the accountant performs this work in the course of an 
audit, he does it in his “constructive capacity,” not as an auditor. No 
m atter who does the work of compilation, the statements are the client’s. 
T he mere use of the accountant as the compiler, regardless of how fre­
quent this may be, makes them no more the accountant’s statements than 
their preparation by the client’s controller or bookkeeper makes them 
the statements of that employee.
Mechanical Principles of Working Papers
T he mechanical principles of the preparation of working papers are 
essentially the same, whatever their application and regardless of differ­
ences in detail in various industries. Instead of attem pting to show the 
differences in application between different industries, it appears more 
desirable to take as an example an industrial organization exhibiting 
some of the typical complications which will be met with in domestic 
business in the United States.
Typical Statements and Reports
T he working papers described in this chapter are therefore selected 
from those designed to support:
1. A comprehensive report for the management of the organization showing 
the consolidated position of the enterprise and the relation of each individual 
company thereto.
2. Certified consolidated balance sheet, income, and surplus accounts for share­
holders, satisfactory to the exchange on which the securities are listed.
3. The financial statements required by the Securities and Exchange Com­
mission.
4. In the case of the railway, the data required by the Interstate Commerce 
Commission.
5. A Federal income tax return for each company.
In  a short study of working papers such as this it is not practical to 
give as many examples of working papers and the reports and statements 
prepared from them as would be necessary to show clearly the relation 
between the classified trial balances, the schedules, and the reports and 
statements. In  all events, however, the ultim ate use of the working papers 
as support for all of the statements and reports to be produced from them 
should be kept in mind from the time when the papers are first planned 
and the audit instructions are first given.
4
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TYPES OF WORKING PAPERS AND ILLUSTRATIONS
Types of Schedules
Working papers may be grouped according to their functions into 
three divisions:
1.
2.
3.
The trial balances, adjusted when necessary, are the link between the books 
and records of the company and the statements certified by the auditor 
(Figures 1, 2 and 3 of Appendix A). The trial balance is the basic working 
paper. In order to illustrate the uses and flexibility of this form, two ex­
amples are given. Figure 1 shows a trial balance of a corporation where a 
number of adjusting entries are required and where several accounts must 
be combined to form one balance sheet item. This is presented in the con­
ventional columnar form rather than as a classified trial balance. Figures 2 
and 3 show the classification of accounts prepared from the same trial balance 
for the same company. This illustrates the flexibility of the latter method 
of classifying a trial balance.
Analytical and supporting schedules that show the composition and character 
of the items appearing in the trial balance and indicate their classification 
in the accounting statements (Figures 4-8, 13-16).
Schedules that have to do with verification (Figures 9-12).
There is a definite distinction that should always be made between (a) 
schedules which are analytical and show the composition and character 
of the items and (b) schedules which indicate the scope and method of 
verification. The rule is flexible, but the distinction is not. A single 
schedule which is primarily a supporting schedule, may also give an 
indication of what verification work has been done. For instance, a 
schedule of accounts payable may show a summary of the account for the 
year; a note on the schedule may show the volume and nature of the 
verification work (Figure 15). In general, it is not objectionable for 
schedules designed primarily as support for the statements to include 
notes as to verification work. However, it is not desirable for verification 
schedules to carry notes which are, in effect, condensed supporting sched­
ules. While no point of principle is involved, it is in practice awkward 
and inconvenient, as references on trial balances and cross references 
between schedules are made primarily to supporting rather than to 
verification schedules.
However, 87% of the firms replying to the questionnaire state that 
as a general rule they refrain completely from indicating on what is 
primarily a supporting schedule, any data as to verification, and 90% 
refrain completely from indicating on what is primarily a verification 
schedule, data which constitute supporting material.
Schedules Prepared by Client
While the working papers described in this chapter are all assumed 
to have been prepared by the auditor or a member of the staff, there is
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no reason why the auditor should not take advantage of every facility at 
his or the client’s command to reduce the mechanical work of compilation 
and preparation of schedules. An accounting schedule serves two pur­
poses: it provides inform ation supporting items in statements and reports, 
and it indicates the nature and extent of any verification work which 
is done. Schedules prepared by the client’s office force are just as valuable 
as though the auditor had prepared them if they contain the correct 
information. It is always possible to make notes of verification work on 
such schedules or to prepare supplementary schedules. Many times 
schedules furnished by the client will be carbon copies of statements 
prepared for some internal purpose. Lists of accounts receivable, accounts 
payable, trial balances of a subsidiary or a cost ledger, summaries of 
inventories, lists of investments, or lists of construction work completed 
or begun during the year, are examples of the types of schedules which 
m ight be prepared for the client’s own purpose, a copy of which could be 
used as part of the working papers. In  other cases the client’s staff might 
prepare a schedule especially for the auditor, in which case only the 
verification work would need to be completed. Obviously, schedules like 
these will be found only in the offices of companies which are well or­
ganized and have a smoothly functioning accounting system.
Where mechanical accounting devices are used statements or lists 
produced by these machines may often be used as schedules. Occasionally 
it is possible to perform some type of verification by running cards through 
an electric accounting machine. T he auditor’s ingenuity and experience 
will suggest many ways of using his client’s inform ation and facilities to 
reduce the audit work w ithout increasing the burden on the client’s 
staff. M inimizing auditing detail will never work to the disadvantage of 
the auditor. I t will perm it the auditor to devote his time to the more 
constructive and valuable parts of his work and will enable him  to do 
the things which his client will really appreciate.
Methods of Classifying Trial Balances
T he problem of preparing accounting statements from trial balances is 
essentially a question of analysis, classification and adjustment. Two 
mechanical methods are commonly in use to arrive at this result. In  one 
of these, generally known as the working trial balance, columns are 
provided for the trial balance, for adjustments, and for balance sheet 
and income accounts (Figure 1). In  spite of its shortcomings, this 
method is w ithout doubt the most widely used device for the classification 
and adjustm ent of trial balances. In  the questionnaire sent to a num ber 
of representative small and medium-sized accounting firms, it was found 
that this method was used by the great majority of the firms which 
replied. This method of classification is shown in the illustrative working 
papers in Chapter 26 and in most accounting textbooks. For situations
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of no great complexity, particularly when dealing with the accounts of 
one company only, its difficulties and weaknesses are not immediately 
apparent.
Its usefulness diminishes as the accounts and problems increase in 
complexity. W hen several ledger accounts are to be grouped under 
one balance sheet classification, or when one ledger account is to be 
divided among several balance sheet classifications, the method be­
comes difficult and awkward in the extreme. If there are numerous 
adjustments, particularly when these adjustments take the form of 
compound journal entries, confusion results from the use of the vertical 
adjustm ent column (Figure 1).
In  the preparation of consolidated accounts, unless each trial balance 
has been adjusted finally before entry on the summary sheet (a condition 
that seldom exists), this method is quite impracticable. If a num ber of 
adjustments, which will be applied back later to individual companies, 
are necessary, much confusion will be caused. T he addition of these 
entries to the totals of the trial balance items, arrived at by adding these 
horizontally, will be further complicated by the application of the usual 
consolidation entries for elim ination of intercompany items, minority 
interests, and the like. Delay is always possible from failure to strike a 
balance. (Figures 17 and 18.)
In the preparation of statements and reports, including tax returns, and 
in the application of adjustments to the actual financial books, it is neces­
sary to know which entries are book entries and which are consolidated 
adjustments not placed on any books. It also is necessary to know to 
which particular corporation the entries apply. If the accounts are at all 
complicated, a good deal of analysis will be required to obtain this 
inform ation and to make these distinctions.
In the accounts used as an example of the preparation of working 
papers, there has been used what m ight be called the “horizontal” method 
of distribution. This method provides one column for the trial balance 
and columns for each individual balance sheet classification on one 
statement and for each income account classification on another. This 
statement acts as a link between the financial books and the statements. 
Each item in the trial balance, the nature of which is not entirely obvious 
on its face, is supported by and refers to a schedule showing its composi­
tion and character (Figures 2 and 3).
From this type of schedule, classification in the balance sheet or income 
account is determined. These statements perform the analytical function 
of the papers. After the trial balance is distributed, the statement is 
ru led off and each column is totaled. At this point if no adjustm ent is 
required the figures are the same as those appearing in the balance sheet 
and income account. W hen adjusting entries are necessary, they are 
made in the various columns, the ledger accounts affected being indicated 
in the explanation of the entries.
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As only one adjusting entry is placed on one line, each entry is self­
balancing and its component parts are clearly evident. A compound 
entry with ten credits and one debit presents no more difficulty than a 
simple entry of two items. Each column is, in effect, a summary of the 
accounts making up that item, although in some cases it is desirable to 
resummarize these in greater detail for other purposes.
I t  is obvious that if an incomplete trial balance is presented to the 
accountant, he can carry his work to the point to which the trial balance 
has been brought and can add, w ithout difficulty, the entries made sub­
sequently. This feature is of great importance in the preparation of 
consolidated accounts, since if the accounts of, say, two-thirds of the 
constituent companies are received, an accountant can complete his 
work on them and balance up to that point. Each set of accounts subse­
quently received can be totaled and balanced within a few hours. By 
this method it is quite possible to prepare complete consolidated ac­
counts, with all proper adjustments and eliminations applied, w ithin a 
few hours or, at most, one or two days after the trial balance of the 
last constituent company is received.
U nder other methods of preparing consolidated accounts it is difficult 
to keep the papers in balance currently. In addition, valuable time is 
often lost when it can least be spared and when delay is most annoying 
to the client and most damaging to the accountant, that is, when the , 
accounts are being closed.
Order of Preparation of Audit Papers
T he following outline of the order in which working papers are pre­
pared is flexible as there are many factors which in practice may make it 
desirable to alter the normal sequence. Notes on observations of physical 
inventories are necessarily prepared at the time of inventory taking. 
Prelim inary audit work may frequently be done. Some schedules may 
be outlined in advance of the year-end audit. Certain audit work requires 
special timing, as in the case of the counting of petty cash funds. T he 
num ber of auditors assigned to an engagement also may necessitate some 
modification of the order in which the working papers are prepared. 
Although inflexible rules are not possible with respect to the order in 
which audit working papers are prepared, some general rules may be 
formulated.
Usually the first papers to be prepared are the classifications of accounts 
for the balance sheet and income account. At first it may be that some 
of the accounts cannot be distributed to the classifications to be used in 
the financial statements because their composition will not be known 
at the beginning of the audit. However, by writing down the account 
balances obtained from the general ledger, the auditor will have some 
idea of the relative importance of the various accounts.
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W hile it is not usually considered to be the best accounting practice, 
general ledger trial balances are sometimes encountered which contain a 
large num ber of individual accounts. For example, machinery and 
equipm ent may be divided into fifteen or twenty groups, or separate 
accounts may be kept for each of a num ber of varieties of raw material, 
or there may be a great deal of detail in the expense accounts. One of the 
best devices for reducing such a trial balance to manageable proportions 
is to prepare lead schedules for the different balance sheet classifications 
which require the consolidation of a num ber of accounts and to use the 
total of the lead schedule in place of the trial balance items. T he trial 
balance containing these combined accounts would then be classified 
exactly as though one account were kept for, say, all of the various 
plant and machinery accounts or whatever group of accounts was 
supported by the lead schedule.
T he next step may be the preparation of summaries of the journals 
through which the bulk of bookkeeping transactions are handled. In the 
illustrative audit of Ashton Metal Products Company, these summaries 
are for the cash receipts book (Figure 5), the cash disbursements book 
(Figure 6), and the vouchers record (Figure 16). In some audits the 
sales journal, payroll records, and other basic records also may be 
summarized.
T he next step is frequently the testing of the reliability of the primary 
journals. In the case of cash records, reliability may be tested by 
reconciling total receipts and disbursements as shown on the books with 
the same elements as shown on bank statements (Figure 4), and by 
scrutinizing the entries affecting accounts analyzed on other schedules. 
A test of the footing of the cash journals is ordinarily made in order to 
test further the reliability of cash records; when independent auditors 
omit this procedure it is because of the work done by the internal 
auditors or because of the adequacy of the system of internal control.
After testing the reliability of the journals, the auditor prepares two 
general types of analyses for the accounts in which he is interested. One 
type of analysis reveals the movement in the account under review, as 
illustrated in the first parts of the schedules covering p lant and equip­
m ent and accounts payable (Figures 14 and 15). A second type of 
schedule relates to the composition of the year-end balance, as illustrated 
in the schedule covering payroll advances (Figure 8). T he two types of 
schedule may be described by the words “flow” and “position.” A com­
bination of these two types of schedules is found when the analysis covers 
the movement in an account in detail, as illustrated in the schedules 
covering marketable securities (Figure 7) and insurance unexpired 
(Figure 13).
W hen the auditor is satisfied as to his knowledge of the content of the 
account that has been scheduled, he may indicate this fact by making 
distribution of the account, on the classification of accounts, to the appro­
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priate balance sheet or income account classification and by ticking the 
account balance or noting the schedule reference on the classification of 
accounts.
I t  is obviously not feasible in this chapter to give examples of working 
papers covering all or even the most frequent types of assets, liabilities, 
income and expense met with in the ordinary audit. Representative 
examples of different types of schedules are shown. In addition to the 
schedules already m entioned in the text, schedules covering physical 
testing of inventories, including an inventory certificate and question­
naire for use in making physical tests, also are included (Figures 9, 10, 11 
and 12). These schedules should be helpful as indications of the nature 
and extent of the work which should be done when physical tests of 
inventories are required.
RULES FOR WORKING PAPER PREPARATION AND PROTECTION 
Ownership of Working Papers
T he public accountant owns his working papers. This ruling was first 
laid down in Ipswich Mills v. Dillon, 260 Mass. 453 and has since been 
made statutory law in California, Florida, Kentucky, Missouri, New 
Hampshire, Oregon, Pennsylvania, Puerto Rico, Virginia and W ashing­
ton. Such ownership, created to protect the accountant, is subject, how­
ever, to definite lim itation in the client’s interest to prevent im proper dis­
closure of confidential data. First, in New York in the Surrogate’s Court, 
New York County, the court ruled in Estate of W illiam H. Dennis that 
an individual accountant has no power to bequeath his working papers 
by will and that the executrix should destroy these after making certain 
that no claims existed requiring their preservation for protection of the 
estate.1
Second, in May 1949 the American Institute of Accountants’ committee 
on professional ethics ruled that in no event has a practitioner disposing 
of his practice a right to transfer working papers w ithout first obtaining 
the client’s permission to do so.
Importance of Working Papers
During the Second W orld W ar and in the transition period following, 
the value of adequate working papers was proved over and over again. 
Renegotiations, price adjustments, the settlement of cost-plus-fixed-fee 
contracts, contract terminations, income and excess profits taxes, and 
many other adjustments and negotiations with the government have been 
facilitated by good working papers and hampered by the lack of them.
T he government personnel dealing with these matters in the transition 
period are usually well-qualified accountants, who look with confidence
1 See references at end of this chapter.
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on well-supported statements. Unsupported or badly supported state­
ments, no m atter how reasonable, are likely to raise doubts or suspicion 
in their minds.
Accordingly, working papers should be prepared carefully, should be 
preserved securely, and when no longer needed for current purposes 
should be stored properly. (See Chapter 7.)
Basic Considerations
Obviously, it is of the utmost importance that the working papers show 
fully the composition of all significant items in the accounts, together 
with the methods of verification adopted for each; also, that questions 
raised during the examination and their settlement, and in many cases 
notes of conversations with officials, should be reported fully in the 
working papers. A complete record should be made of all im portant work 
performed and of the conclusions reached on an engagement.
T he importance of the form and content of the working papers cannot 
be impressed upon the young accountant too early in his accounting 
career. Many times the individual assigned to the work must decide what 
inform ation or data his papers shall contain, and he must learn to grasp 
a situation quickly and to determine the extent of the inform ation to be 
included in his working schedules. If a senior is present, the beginner 
or the junior, as he is ordinarily called, will be instructed concerning the 
general procedure he is to follow and the inform ation he shall include 
in his working schedules. T he junior must learn, however, to think these 
things out for himself, for in all probability he is the only one with all 
the facts from which to judge the importance of the material.
Yet, before proceeding further, it may be emphasized that while some 
auditors include too little inform ation in their working schedules, other 
tend to record in their papers much more inform ation than is needed. 
T he tendency of the beginner is to include a mass of data which are prac­
tically or entirely worthless, so far as the audit verification is concerned. 
As he increases in experience and he gains knowledge of the audit pro­
cedure to be adopted, this tendency will decrease. Always, however, he 
should include in the working papers anything that is essential to explain 
or support an am ount appearing in the balance sheet to be reported 
upon, or in the accompanying income statement, or anything that helps 
to determine the present financial condition of the business and the kind 
of certificate or report the auditor will be justified in giving.
The Working Supplies
In  beginning the work of an audit, adequate supplies to handle the 
job are of primary importance. T he auditor with a complete supply of 
materials will obviously gain the respect of his client to a greater degree 
than the accountant who is not so supplied with analysis paper, fountain
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pens for both black and red ink (if used), pencils, clips, erasers, et cetera. 
Each accountant should ordinarily be given a standard list of supplies to 
take on an assignment. An illustration of such a list appeared in The  
Journal of Accountancy.2
Since working papers are perm anent records, they should be on paper 
of about the same quality as would be used in books of account. I t  is 
recommended that the form of working paper be standardized, as in 
addition to being more convenient it is usually cheaper to use one kind 
of analysis paper rather than a variety. T he standard appears to be 14- 
column analysis paper with un it rulings. Green or buff paper is generally 
considered to be easier on the eyes, particularly when work has to be done 
under artificial light. O ther papers, which some accountants think are 
superior to the 14-column paper, are ruled on one side in fourteen 
columns with un it rulings for hundreds of millions of dollars, and ruled 
on the other side in sixteen columns with un it rulings for tens of millions 
of dollars. T he 16-column ruled paper is particularly useful in preparing 
summaries and analyses where figures are analyzed or grouped by months, 
as it provides twelve columns for the monthly figures, one column for a 
total, and three columns for description and reference. For extended 
analyses 20-column paper is available. Single (half) sheets with from four 
to eight columns are generally furnished in that form but may, if neces­
sary, be one-half a folded double sheet. They are used for schedules 
when many columns are not required. (See Chapter 7 for data on 
current practices as to use of paper.)
I t  is most im portant that the auditor or the assistant have a plentiful 
supply of whatever kind of working paper he may use. Separate sheets 
should be used for each memorandum, even though it may require only 
a line or two across the top of the page. Even at present prices paper is 
comparatively cheap; very much cheaper than the time required to look 
through a large set of working papers to find an essential item of inform a­
tion merely because the assistant who prepared the schedule included 
two or more unrelated memoranda on a single page. Likewise, written 
m atter on the back of a sheet may easily be overlooked; assistants should 
always use one side of the paper only.
Some firms prepare their working papers in pencils, some in ink. 
T here seems to be little conformity of practice, bu t the firms ques­
tioned show that 93% prepare working papers in pencil. T he chief 
reasons advanced for this are that (1) erasures and corrections are more 
readily made, (2) it is customary procedure, (3) it is more convenient 
when different colors are required for figures or checking, and (4) figures 
can be recorded more quickly. Those favoring ink consider that working 
papers (1) must be retained for many years, (2) are valuable records 
that may be introduced in evidence, (3) remain legible much longer if 
prepared with ink, and (4) are likely to be compiled with greater care 
if ink is used.
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I t  is the au thor’s experience that the preparation of schedules in ink is 
no more difficult than in pencil. T he papers present a better appearance 
and are easier to use after having been handled several times or after 
having been some years in storage. R eport drafts may be prepared in 
pencil, since the copy of the report itself is the perm anent record. If 
working papers are to be examined by a third party, papers prepared in 
ink convey a greater impression of authenticity and careful preparation 
than those prepared in pencil.
Of the numerous specific practices widely in effect under definite rule 
or informal custom, the following are used by practically all reporting 
firms responding to the questionnaire.
1. All schedules must have name of client (or his number) written or stamped 
at the top.
Every schedule heading must include the period covered by the examination, 
or the date as of which it is made.
Sheets longer than normal single sheets are folded to conform to single 
sheet size.
On all schedules the name of the account or item involved is written or 
stamped immediately below (sometimes above) the client’s name.
That the book balance of every item in the working papers agrees with the 
trial balances must be confirmed.
During audits an agenda must be prepared of items that cannot be settled 
immediately and must not be overlooked. These must be crossed off as acted 
on and their disposition recorded before working papers are turned in.
It must be made sure that the papers contain no mathematical errors. 
Figures copied from or based on figures in other records must be checked 
and cross-checked immediately.
Only one item or account is to be scheduled or analyzed on a sheet of 
working paper. An exception is permitted when related accounts are 
analyzed (as notes payable, interest, expense and accrued interest on notes). 
All working papers are to be headed up by the assistant to whom prepara­
tion of the specific paper is assigned.
2.
3.
4.
6.
10.
Superscribing the Schedules
All working schedules prepared on an audit should have the name of 
the client or business and the audit date written or rubber-stamped at 
the top of each sheet, and each sheet or set of sheets also should have 
the name of the account or m atter investigated written or rubber-stamped 
immediately below the name of the client or business.
W hen an engagement is comparatively small or when a small set of 
working papers is being prepared, it may seem unnecessary to the casual 
reader to take the trouble and time to superscribe each sheet. T he 
am ount of inform ation written on a single schedule may likewise appear 
unim portant; however, later developments may make that item of very 
great importance, and it is essential on any audit, however large or small 
it may be, that any inform ation worth preserving be readily available. 
Furthermore, when it is realized that in large organizations several score 
or hundreds of engagements may be in progress at one time, and also that
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there may be thousands of separate schedules and subschedules on a 
single engagement, the necessity for having each exhibit superscribed 
and clearly marked is very apparent.
W hile the practice is not universal, many firms require that each 
schedule should show who prepared it, at what date, and by whom it was 
reviewed. A rubber stamp with places for the initials and date is the usual 
method for doing this.
Current File and Permanent File
T he working papers for an ordinary audit may usually be grouped as 
current file papers and perm anent file papers. A wide variety of informa­
tion will naturally be collected in the course of an audit. W hile most 
of this will be of purely current interest, some will be useful in the 
future. T here will be developed, accordingly, a perm anent file of infor­
m ation and records available for successive audits in later years, as 
distinguished from the next succeeding audit only.
Questionnaire returns show that for recurring audits, 72% of the firms 
keep a separate file for all papers and records of perm anent value apart 
from working paper files kept for each specific audit. Most firms doing 
this definitely require that all records and material for such a file be 
secured before and during in itial engagements, that such file be con­
sulted in preparation of subsequent audit programs, and that there be 
added in subsequent audits and general contact with clients further use­
ful data. Such files are revised periodically, are usually indexed and 
alphabetical indexing is definitely preferred to numerical.
On a first audit the accountant should usually prepare a list of the 
books, records, and other im portant data which are presented to him 
during the course of the audit. This list should include the name and 
num ber by which each record is known and identified, and usually notes 
concerning the purpose and relation of each of these records to all other 
records. T he auditor’s working sheets also should indicate by whose 
authority entries are made in the books and by whom checks and 
vouchers of all kinds are signed and approved. T he names of officers and 
chief employees, and the relation of the various officers and senior 
employees of the accounting departm ent to the treasurer, purchasing 
agent, chief engineer, et cetera, should also be obtained and included in 
the perm anent file papers. This may be shown by an organization chart, 
if one is available. It is sometimes desirable, if any am ount of detail 
work is to be done, to include in these or the current papers the signa­
tures or initials used by various individuals in approving vouchers or 
other papers. Thus, in the case of one large engagement, at least four 
copies of the names and signatures of those authorized to approve vouchers 
were obtained for the use of assistants. Upon each sheet were typewritten 
the names of the individuals authorized to approve vouchers or other
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papers; the approvals that each individual could make were designated, 
and opposite each name appeared the signature or initials written by the 
individual himself as written when making approvals. Much of this 
m aterial would be transferred to the perm anent file.
Notes of rather complete survey of the accounting system and methods 
should be included in the perm anent file, reviewed from year to year, and 
kept strictly up to date. Any changes in the accounting methods or in the 
methods of authorization, et cetera, should be noted carefully from 
period to period and appropriate comments should be made in the 
perm anent file working papers. A statement from the accountant in 
charge that he had satisfied himself of the sufficiency of the system of 
internal audit, indicating specifically what he had done to determine 
whether or not the internal audit was sufficient, also should be included.
T he perm anent file papers should contain further the program of 
audit, if one is used, and all other papers having value for purposes of 
later audits. These papers may include abstracts from or copies of the 
articles of incorporation, by-laws, trust indentures, partnership or other 
agreements, particulars regarding the original issue of capital stock and 
the valuation of properties, franchises, good will, trade-marks, copyrights, 
excerpts from corporation minutes that affect more than the current 
operations or the period under audit, and similar material.
A good list of papers to be included in a perm anent file is contained 
in Charles S. Rockey’s recent book entitled “Accountant’s Office 
M anual.’’3
Use of Formal Audit Programs
In  a general way the principles that underlie all audits will serve as a 
working program for the audit of any type of business. Yet a knowledge 
of how various kinds of business actually operate is essential to the 
successful auditor, for many businesses have special methods or knotty 
problems not found in other types of business. It is desirable also that 
some definite record be kept of the work performed on each audit, in 
order to ensure relative uniformity and to be certain that nothing essen­
tial is overlooked. Therefore, it is common to prepare a definite program 
or outline of work to be done on a particular assignment and then to 
have each assistant engaged on the assignment initial the portion of 
work that he does or record the time taken. Some firms do not use the 
audit program extensively, but when it is used, a glance at the program 
informs the auditor of the progress of the work. In  case of errors the 
responsibility may be placed more easily, and likewise credit may be 
given for good work done.
T he audit program is naturally used more widely in a large organiza­
tion than in a smaller one. However, even though a formal program is 
not prepared, the inform ation it would contain should be in the working 
papers in a clear and easily understood form.
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W hether the program should be prepared in advance to be strictly 
followed, or whether general instructions should be given to the assistant 
in charge and the program of work actually done should be inspected 
after the audit, is a question to be decided by the principal, keeping in 
m ind the conditions in his own office and the ability and experience of 
the assistant in charge. T he ideal method lies somewhere between the one 
extreme of a formal, rigid program laying down certain requirements 
that must be met and neither perm itting nor demanding anything 
further and the other extreme of such loose general instructions that when 
work is completed it is difficult or impossible to determine exactly what 
has been done or by whom. It is probably easier, particularly in a large 
organization, to over-emphasize specific program requirements and thus 
stifle, or at least discourage, initiative and independent thought on the 
part of the assistant. In  smaller organizations, where the principals are 
more thoroughly acquainted with the work and capabilities of their 
assistants, the tendency is generally in the opposite direction, and too 
much may be left to the individual judgm ent of the assistant in  charge. 
If both principal and assistant are familiar with the work they may have 
a tendency to omit complete statements of work done or to minimize the 
importance of such a record.
T he adoption by the accounting profession in 1939 of the extension of 
audit procedures covering accounts receivable and inventories has made 
it necessary to modify audit programs considerably and has probably 
tended to increase their importance in the field of auditing.
Certain procedures, those for the audit of cash or securities, for instance, 
are fairly well standardized and uniform instructions may be of great 
value.
On the other hand, it is quite difficult in a diversified practice to 
issue instructions of the same nature for the audit of inventories. One 
large accounting firm, for instance, issues special instructions for the audit 
of inventories of manufacturers.
Many years ago audit programs were followed with an almost religious 
exactness. T hen  followed a period of what was probably too great relaxa­
tion, and we now are in a period when the necessity for minimum 
standards, control of staff operations, and meeting a variety of formal 
demands requires the use of formal audit programs. On the other hand, 
the principals both of large and small firms now realize the dangers of 
requirements which are too rigid. Constant efforts are being made to 
encourage initiative and the exercise of independent judgm ent by all 
members of the staff.
As stated previously, the work program, if used, should be part of the 
perm anent file; however, a copy may appear in each current working 
paper file and be used as a working control while the job is in 
progress.
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Clear and Orderly Explanation and Comment
T he working papers, as stated previously, are usually the sole evidence 
of the work done on the audit and of the correctness of the report or of 
the certificate. All possible care should be taken to render working 
schedules intelligible and complete and to supply adequate explanation 
in clear and convenient form. It seems almost unnecessary to say that 
figures must be neat, all names must be spelled correctly, and handwriting 
must be legible, whether done with ink or with pencil.
More than this is required, however, to make sure that the working 
papers are fully usable. As pointed out earlier, in the course of an audit a 
substantial am ount of explanation and comment in written form may 
be required. This may include notes upon the schedules; description of 
the setup of the client’s organization, in particular a survey of the 
accounting system involving both description and comment; records of 
im portant conferences; and diary letters reporting in detail the activities 
of the auditing staff, such as in connection with observation of the taking 
of inventory.
Much of the evaluation and comment will be done by experienced men 
to whom clear and concise expression of ideas in written form has become 
habitual. On the other hand, much of the first-hand reporting must be 
done by assistants, and here there is danger of inadequate work.
In  memoranda prepared by men inexperienced in writing there is a 
tendency to ramble, to insert items of purely personal character or con­
versations on irrelevant matters. Not infrequently contradictory implica­
tions will be given in the course of a description or summary. Memo­
randa from different members of a team observing an inventory will 
often vary widely in selection of items for mention, clearness of individual 
remarks, and orderliness of arrangement. Such reports, written hastily 
after a tiring day and reading like unco-ordinated talk, are difficult to 
interpret and utilize.
T he following summary, sent to the office by a man inspecting the 
supplies records at a plant where extensive construction had been in 
progress, illustrates clear co-ordination and arrangement of detail even 
in a quickly written script report:
“Physical receipt and issuance of materials and supplies has continued during 
the quarter in a satisfactory manner. In general, no confusion in identity or 
location of material has existed. In isolated instances, where different vendors 
had assigned different numbers to the identical automotive spare part, the 
part was recorded under the various numbers in the records and on bin 
labels.
“The task of physically inventorying materials and supplies and reconciling 
the records to the counts has been continued during the quarter, aided 
materially by the engagement of an experienced man on August 1, who has 
since devoted full time to this work. In addition, a group of warehouse dis­
patchers has been assigned to similar work as time would permit. Of the 
total of over fifteen thousand items carried as warehouse supplies, excluding
18 T H E  CPA HANDBOOK [Ch. 15
plant machinery and equipment, approximately eleven thousand items, 
representing about 65% of total value, have been counted and reconciled 
to the warehouse records to September 30. However, the only supply classifi­
cations for which the work has been entirely completed are those containing 
relatively few items. Our tests of physical quantities on hand, selected from 
items that had previously been counted and reconciled by construction 
employees, indicated that transactions in material stored in the new ware­
house and garage are being recorded satisfactorily, and those in material 
situated elsewhere slightly less so, principally because of the smaller degree 
of physical control that can be exercised by the warehouse staff.
“Over 35% of total value of warehouse supplies on September 30 consists of 
construction machinery and equipment. Its nature is such that any shortages 
which develop from time to time in the records are attributable to the move­
ment and installation of such items without issuance of proper requisitions. 
When such instances are found, requisitions are secured and the records 
corrected. To a large extent, the same situation exists with respect to lumber 
stocks.”
T he task of developing the working papers must be done quickly as 
well as accurately, in order to facilitate the completion of the audit and 
the preparation of the certified accounts for the client. Careful attention 
by assistants to the planning of their descriptions and comment, the first 
subassembly of material, is a most im portant element in developing 
satisfactory working papers.
INDEXING AND FILING
The Necessity of Standardization
Standardization in the form of working papers does not imply any 
particular rigidity in the application of auditing or accounting procedure 
but is rather a method of expressing in a uniform and orderly way the 
results of the application of these procedures to various enterprises, 
which, while differing in size, organization, or object, must present 
accounts in substantially the same form and under the same general 
principles.
T he greatest value to be derived from standardized working papers is 
the advantage arising from the ability of one assistant to take up imme­
diately and w ithout loss of time the papers prepared by another assistant 
and to continute the work. In the larger accounting organizations this is 
very im portant, for not uncommonly four or five or more offices assist in 
a single audit. T he papers, when assembled by the individual offices, are 
usually sent to the office auditing the head-office accounts of the client, 
and there the auditor in charge of the work assembles the figures and pre­
pares the schedules for the final statements or reports. T he confusion 
that would arise from a heterogeneous mass of working papers, where 
some uniform  method in their preparation had not been adopted, is
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almost beyond comprehension. As a practical matter, such papers would 
be unintelligible, and the work of the assistants who prepared them 
would be largely or entirely wasted. Standardization means not inflexi­
bility but, on the contrary, adherence to certain well-defined principles 
and their sensible application to conditions affecting individual cases. 
Standardization in auditing procedure, in the preparation of working 
schedules, and in the indexing and filing of the working papers thus 
should be of primary assistance to the staff accountant and of inestimable 
value to the organization with which he is affiliated.
Standardization in Filing Audit Material
Standardization is obviously a condition of the satisfactory indexing 
and filing of the working papers, without which orderly grouping and 
convenient reference would be impossible. Every accounting office should 
develop and m aintain a definite system of filing the m aterial relating to 
an engagement, including the correspondence, the duplicate reports, 
certified statements prepared for client, and the working papers (see 
Chapter 7).
T he correspondence concerning a specific engagement may be filed 
with the working papers for that engagement, but in some offices it is 
thought that the more satisfactory way is to keep separate files for 
correspondence and for duplicate reports, cross-indexing these to the 
working papers. By this arrangement all information regarding an 
engagement, even highly confidential material filed in the correspondence 
file, is easily available to those entitled to it.
As a guide to working paper preparation, firms may prepare a manual 
or other forms of instructions. About 50% of the firms responding to the 
questionnaire have specific rules for preparation of working papers. 
These are generally set forth in a staff m anual or some other form of 
written instruction. Such rules are usually general and brief rather than 
specific and detailed.
Sixty per cent of the firms standardize their procedures in preparation 
of working papers. Of these two-thirds require uniform procedure in 
preparing papers variable in form and context while one-third use a 
standard form for each type of working paper. T he two greatest advan­
tages of standard forms and procedures are considered to be: (1) quicker 
and more effective review of working papers and (2) greater certainty as 
to required coverage.
Filing Working Papers
T h e  working papers, both the perm anent file papers and the current 
file papers, should be placed in substantial folders, and for this purpose 
a red fiberoid envelope, or open folder, 10 by 15 inches in size is perhaps 
the most satisfactory. On the outside of the envelope or folder should be
20 T H E  CPA HANDBOOK [Ch. 15
written the name of the client and the nature of the work, as, for 
illustration:
Ashton Metal Products Company
Annual Audit, December 31, 1946
In  the upper right-hand corner of the red fiberoid envelope or folder 
should be written the same num ber as that which appears on the corre­
spondence folder and on the alphabetical index card, and after this 
num ber should be written a dash and the year for which the work is 
done. Thus, if the Ashton Metal Products Company had correspondence 
file No. 3,382, the audit file for that company for the year 1946 would bear 
the num ber 3,382-46. If at any time inform ation is desired concerning the 
Ashton Metal Products Company, all that is necessary is for the filing 
clerk to turn to the alphabetical card index for that company’s num ber 
(in case the file num ber is not remembered) and then to the numerically 
indexed correspondence file or working papers file. This is a simple but 
entirely satisfactory method of filing working papers, for it not only 
makes the working papers themselves easily accessible but also makes 
immediately available all related correspondence. Yet if the corre­
spondence alone is desired, or if only the working papers are wanted, 
either may be obtained w ithout the other.
A considerable am ount of inform ation as to filing practices was col­
lected and is included in Chapter 7.
Report Files
Duplicate copies of the reports and certified accounts rendered to 
clients should be kept in a third file bearing, sometimes, a separate and 
distinct classification. T he method of indexing could be similar to that 
already explained for the filing of working papers — with a num ber 
assigned to each client and all reports of that client filed together, in 
sequence. This is practical, because in many cases more than one year’s 
report will be sought for reference and they will thus be in convenient 
order.
Alternatively, a satisfactory method is to num ber all reports and cer­
tified accounts consecutively. T o control this, a small card would be 
prepared for each client, on which would be written the name and address, 
and the nature and dates of the statements and reports rendered, to which 
would be posted the dates of all such statements and reports as issued. 
Under this method, the reports could not be filed either with the cor­
respondence or with the working papers because each year’s report would 
bear a num ber different from the previous report, while, as explained 
above, the working papers filed would bear the same num ber from year 
to year, the only change being to designate the period for which the work 
was done.
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T he reports, under such a scheme, would be numbered consecutively 
as issued and would be filed numerically. T he card index would be 
arranged alphabetically, and thus immediate reference could be made 
to any report desired. Because many reports may be listed on a single 
card, it is well to use a 4- by 6-inch card for alphabetical report file instead 
of the smaller card suggested for the correspondence file. Thus on a 
single client’s card may be listed the numbers and dates of the certified 
accounts and audit reports for a num ber of years, although each report 
or certified financial statement would bear a num ber different from all 
the others.
Usually the head office, in case an accounting organization has offices in 
more than one city, will receive copies of all reports rendered by branch 
offices. These duplicate reports from branch offices may be filed with 
the reports rendered by the head office, though ordinarily they will be 
differentiated by prefixing to the num ber a designating letter. A separate 
letter may be used for each branch or a single letter may be used for all 
branch offices, thus merely designating the report as an out-of-town 
report.
In a small office it is sometimes satisfactory to keep duplicate copies of 
reports and certified accounts in a working paper envelope filed with the 
current working papers. (See Chapter 7.) Where Federal income tax 
papers are filed separately, they may be filed in separate envelopes, placed 
with the audit working papers and numbered correspondingly.
Arranging the Working Papers for Indexing
T he working schedules should be arranged in the order of the items 
in the balance sheet and in the profit and loss account, the schedules 
supporting the items on the assets side of the balance sheet to be followed 
by those supporting the liabilities and the profit and loss items.
Each item of the trial balance entered on the classification of accounts 
should, even if it is unchanged from year to year, be supported by an 
appropriately referenced schedule.
In a single company the columns on the classification of accounts con­
stitute summaries of the balance sheet items.
If consolidated accounts are to be prepared, the totals of the consoli­
dated classification perform the same function, and consolidated sum­
maries also are prepared.
Indexing — A Convenient System
T he system of indexing employed in the example of the Ashton Metal 
Products Company, which may be considered as reasonably satisfactory 
for a small consolidated enterprise, is shown at the top of the following 
page.
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Balance  S h ee t  H e a d in g s
I n d e x i n g  in 
In d iv id u a l  
C o m p a n y
I n d e x i n g  in 
C onso l ida ted  
S u m m a r ie s
Cash A —
Marketable securities B SB
Accounts receivable C SC
Inventories D SD
Supplies
Accounts receivable —
E SE
employees F —
Prepaid expenses 
Discount and expense on
G SG
debentures H —
Investments I SI
Land J —
Plant and machinery K SK
Reserve for depreciation L SL
Patents M —
Notes payable — banks N —
Accounts payable O SO
Wages payable P —
Accrued liabilities Q SQ
Federal income tax accrued R
Debentures S —
Minority interests — SU
Capital stock V —
Surplus w sw
Minutes, etc. z —
Sales A A SAA
Cost of sales BB SBB
Dividends received CC SCC
Miscellaneous income DD SDD
Selling and general expense 
Sources and disposition of
EE —
funds — szz
Each main item would have one or more subschedules num bered A 1, 
A 2,.  .  . , for cash; B 1, B 2 . . . for marketable securities.
T he same method would be used for each company in the consolida­
tion; if items did not apply, the letters would not be used.
T he method is simple and flexible. It involves using consecutive 
letters for each company or group under audit, the letters being uniformly 
used within the group but not necessarily for every audit carried out by 
the auditor or firm.
Uniform Indexing
Instead of adopting the first method of indexing outlined in the fore­
going system, some accountants prefer to use a method by which a given 
letter always represents a definite asset or liability appearing in the 
balance sheet, thus being the same in every audit.
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One that is quite simple and may be used with success is the following:
Capital assets (and depreciation Capital stock AA
reserves) A Funded indebtedness BB
Permanent investments B Notes payable CC
Inventories C Accounts payable DD
Accounts receivable (and reserve Due to employees EE
for bad debts) D Provision for Federal taxes FF
Due from employees E Accrued interest, taxes, etc. JJ
Notes receivable F Dividends payable LL
Marketable investments Reserves (other than bad
(government bonds, etc.) H debts and depreciation) RR
Cash K Surplus SS
Deferred charges P Profit and loss TT
Due from branches X Due to branches XX
Intercompany balances Z Corporation minutes zz
These symbols may quite easily be arranged to suit the needs of in­
dividual offices, and by leaving occasional gaps in the letters, proper 
provision may be made for unusual items.
Still other methods of indexing current working papers will suggest 
themselves to the experienced auditor, but these serve to illustrate the 
process and tend to emphasize the necessity for adopting some definite 
method of indexing all current working exhibits. As stated previously, 
not only should the general indexing be done carefully, but the cross 
indexing of items appearing in one schedule to related items in other 
schedules is especially im portant because of the opportunity it affords 
for observing and checking the various interlocking parts of the accounts.
T he firms questioned in connection with this reported on practices on 
indexing and filing as follows;
Assemblage, Filing and Indexing
Ninety-one per cent have specific and uniform procedures for assemb­
lage, filing and indexing of working papers on audits, and four-fifths of 
these require that the papers be kept in a specified order during engage­
ments and prior to final filing and indexing. T he general practice is to 
keep them in the same sequence as the account items on the working 
trial balance. However, some follow the sequence of account items on 
the working balance sheet and profit and loss statement and others the 
order of the account items on the audit program.
Indexing; When and How
Indexing is done either during or on completion of audits, with neither 
method being particularly preferred, and indexing and filing are usually 
in the order of items on the working trial balance, although a relatively 
large group prefers the order of items on the balance sheet and a few use 
the sequence of main items on the audit program.
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Where Index Symbols Are Recorded
Sixty per cent record index symbols only on a basic control record and 
one-third of these do so on more than one such record.
Numbers or Letters for Indexing
Sixty-five per cent use numbers in preference to letters to index major 
schedules and subschedules and, whether numbers or letters are used, 
following the sequence of accounts on the control record used for index­
ing is definitely favored. Letters, because there are only twenty-six, are 
generally considered less helpful, particularly where a large quantity of 
records is to be indexed. However, there is some use of single letters for 
asset items and double letters for liability and net worth items, but this, 
as well as the parallel use of capital and small letters, is thought more apt 
to induce confusion than to expand helpfully the possibilities of alpha­
betical indexing.
Cress-Referencing
Invariably items appearing on working papers and related to or taken 
from other working papers or accounts are thoroughly cross-referenced.
Responsibility for Core and Indexing of Working Papers
A specific individual is generally given responsibility on engagements 
for care of the working papers and indexing and filing them. Some firms 
give this assignment to a junior, but there is considerable unwillingness 
to do this, often because of difficulty in having juniors understand or 
follow instructions, and the tendency is to assign the task to the ac­
countant in charge.
The Permanent File Papers
T he perm anent file papers, it has already been stated, should be kept 
separate from the current working papers and should include all papers 
that are of value for recurring audits, as distinguished from the next 
succeeding audit only. It will be found satisfactory to have these papers 
indexed by arabic numerals, the papers being prefaced by a carefully 
prepared index sheet.
Final Filing
After the working papers have been arranged in accordance with the 
balance sheet and profit and loss account items and have been carefully 
indexed and prepared for final filing, they should be punched and securely 
stapled together.
Any method of stapling which is secure and which makes it easy to 
refer to the papers is satisfactory. Some firms use large brass paper
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fasteners which are inserted in the upper left-hand corner of the papers 
with the points uppermost so as to perm it the removal of the top papers 
of final statements for typing or other use. O ther firms use correspond­
ence file fasteners which require two holes near the center of the top or 
side of the paper.
Except for the classification of accounts, working schedules, when 
wider than a single sheet of working paper, should be folded over to 
that width. For double sheets of working paper, two folds are necessary. 
First, the double sheet is folded forward to the center and then the right 
half of the sheet is folded again in the center. W hen the right half of the 
sheet is now turned over on the left half of the schedule, the three extreme 
right-hand columns of the sheet will be uppermost.
T he assistant should write on the linen back or other cover the name 
of the assignment and the nature of the work performed. Not uncom­
monly a rubber-stamped im print also is placed on the front cover, and 
the proper initials must appear on the working papers before they can be 
accepted by the filing room, viz.:
Date (Date of work being done)
Arranged
and indexed (Initials of assistant)
Approved
for filing (Initials of principal)
After the working papers are indexed and securely fastened together, 
the name of the client and the nature of the work done should be marked 
on the envelope or folder. T he file num ber and date also should be 
written in the upper right-hand corner, as explained previously. Since 
these papers usually are the sole evidence of work done and of the 
correctness of the report or certificate, too great care cannot be taken to 
make them easily usable by careful indexing and thorough protection 
against destruction and soiling.
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Figure 1
ASHTON METAL PRODUCTS CO. 
Trial Balance of General Ledger 
December 31 , 1946
Per
Dec. 31,
1945
Books
Dec. 31, 
1946 Adjustments
Trial
balance
after
adjustments
Profit
and
loss
Post
closing
trial
balance
and Trust Co.   —General 437,760 435,201 435.201 435,201 -P ayro ll 300 300 300 300
Ashton Trust Co.—Time Deposit 10,000 10,000 10,000
Petty cash ......................................... 500 500 500 500
Accounts receivable ....................... 42,100 40,200 40,200 40,200
Reserve for bad debts ................. 2 ,1 0 5 2 ,0 1 0 ( 4 ) 4 9 0 2 ,5 0 0 2 ,5 0 0
Brooke Sales Co............................. 149,755 110,320 110,320 110,320
Coles Manufacturing Co............... 1 0 4 ,3 4 0 2 3 2 ,1 5 0 2 3 2 ,1 5 0 2 3 2 ,1 5 0
Dalton Metal Products Co.......... 325,450 199,620 199,620 199,620
Ednor Metal Machinery Co.......... 154,210 120,510 120,510 120,510
Fulton Railway Co......................... 8 ,2 4 0 5 ,2 1 0 5 ,2 1 0 5 ,2 1 0
Accrued interest receivable........... 1,475 725 725 725
Marketable securities ..................... 65,850 98,250 98,250 98 ,250
Finished goods inventory.............. 319,540 333,090 (  1 )  1 0 ,12 0 322,970 322,970
Goods in process inventory......... 62,170 93,140 (1 )  7,140 100,280 100,280
Raw material inventory................ 105,280 147,450 ( 1 ) 2 ,2 0 0 145,250 145,250
Supplies .......................................... 51,390 50,080 (1 )  210 50,290 50,290
Land ............................................... 350,230 350,230 350,230 350,230
Buildings ......................................... 947,220 956,796 956,796 956,796
Machinery and equipment........... 2,925,940 3 ,019,657 ( 2) 5 ,3 8 4 3,014,273 3.014,273
Small tools .................................... 14,760 13,710 13,710 13,710
Furniture and fixtures.................. 60,550 63,490 63,490 63,490
Automobiles and trucks................ 3,980 3,540 3,540 3,540
Construction .................................... 8,240 10,442 10,442 10,442
Reserve for depreciation............ 1 , 6 3 2 ,5 5 8 1 , 6 5 7 ,2 7 7 (3 )  269 1 , 6 5 7 ,0 0 8 1 , 6 5 7 ,0 0 8
Investment in subsidiaries........... 5 ,582,600 5,582,600 5,582,600 5,582 ,600
Other investments ......................... 281,990 250 ,890 250,890 250,890
Payroll advances ........................... 190 155 155 155
Insurance unexpired ................ 20,070 22,160 (5 )  25 22,135 22,135
Prepaid expenses ......................... 5,320 4,450 4,450 4,450
Unamortized bond prem ium ..... 988 988 988
Debenture discount and expense 70,000 50,400 50,400 50,400
Patents ............................ 10 10 10 10
Notes payable—banks ................... 1 0 0 ,0 0 0 3 5 ,0 0 0 3 5 ,0 0 0 3 5 ,0 0 0
Accounts payable ................... 2 5 7 ,7 6 0 2 5 5 ,8 7 8 2 5 5 ,8 7 8 2 5 5 ,8 7 8
Unclaimed dividends ................... 3 80 370 3 70 3 7 0
Wages payable ............................ 7 ,1 50 1 0 ,2 5 4 1 0 ,2 5 4 1 0 ,2 5 4
Dividends payable ..................... 3 0 ,0 0 0
Taxes accrued ................. 3 1 ,6 3 0 2 5 ,5 1 8 2 5 ,5 1 8 2 5 ,5 1 8
Accrued interest payable .......... 2 9 ,0 0 0 2 4 ,2 9 2 2 4 ,2 9 2 2 4 ,2 9 2
Reserve for Federal income tax 3 2 ,5 3 0 1 2 5 ,0 0 0 (  6 )  8 ,5 8 8 1 3 3 ,5 8 8 1 3 3 ,5 8 8
Federal Old Age Benefits tax
withheld .............. 3 ,4 2 0 2 ,8 3 2 2 ,8 3 2 2 ,8 3 2
Taxes withheld ............ 5 ,5 2 5 5 ,2 5 5 5 ,2 5 5 5 ,2 5 5
5 % Debentures ...................... 3 , 2 0 0 ,0 0 0 3 , 2 0 0 ,0 0 0 3 , 2 0 0 ,0 0 0 3 , 2 0 0 ,0 0 0
Debentures retired ........... 960,000 1,280,000 1,280,000 1,280,000
Capital stock—common ................ 5 , 4 8 2 ,6 0 0 5 , 4 8 2 ,6 0 0 5 ,4 8 2 ,6 0 0 5 , 4 8 2 ,6 0 0
—preferred ............... 1 , 0 0 0 ,0 0 0 1 , 0 0 0 ,0 0 0 1, 0 0 0 ,0 0 0 1 , 0 0 0 ,0 0 0
Surplus ................... 1 , 0 1 9 ,6 4 2 1 , 0 1 9 ,6 4 2 1 , 0 1 9 ,6 4 2 4 6 4 ,4 2 8 1 , 1 6 6 ,0 7 0
318,000
Dividends declared ..................... 318,000 318,000 3  18 ,000
Carried forward ..... -  - 483,616 1 9 ,18 8 464,428 4 6 4 ,4 2 8 — _
N o t e : Boldface italics indicate red figures.
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Trial Balance of General Ledger 
December 31 , 1946
Figure 1 ( Cont ’d )
Per
Dec. 31, 
1945
3ooks
Dec. 31 , 
1946 Adjustments
Trial
balance
after
adjustments
Profit
and
loss
Post
closing
trial
balance
Brought forward ................................. 483,616 1 9 ,18 8 464,428 4 6 4 ,4 2 8
Sales ........................................................ 4 , 2 3 4 ,9 7 0 4 , 8 9 5 ,3 4 0 4 , 8 9 5 ,3 4 0 4,895,340
Sales returns and allowances........... 132,420 172,150 172,150 1 7 2 ,1 5 0
Sales freight ......................................... 101,170 124,390 124,390 1 2 4 ,3 9 0
Discounts allow ed.............................. 24,920 32,440 32,440 3 2 ,4 4 0
Steel purchased .................................... 914,520 1,109,300 1,109,300 1 , 1 0 9 ,3 0 0
Brass purchased ................................. 635,770 642,400 642,400 6 4 2 ,4 0 0
Direct la b o r.......................................... 83 5 ,530 979,076 979,076 9 7 9 ,0 7 6
Indirect la b o r ........................................ 326,720 286,203 286,203 2 8 6 ,2 0 3
Manufacturing expense ..................... 199,960 209,973 (1 ) 72 209,901 2 0 9 ,9 0 1
Repair labor and expense................... 130,450 180,029 (1 ) 1 38 185,275 1 8 5 ,2 7 5
(2 ) 5,384
Office salaries ...................................... 128,000 154,634 154,634 1 5 4 ,6 3 4
Commissions paid ............................... 205,628 236,160 236,160 2 3 6 ,1 6 0
Traveling expense ............................... 14,542 16,850 16,850 1 6 ,8 5 0
Depreciation ......................................... 302,430 305,548 (3 ) 2 6 9 305,279 3 0 5 ,2 7 9
General expense ................................. 98,000 89,551 (4 ) 490 90,066 9 0 ,0 6 6
(5 ) 25
Interest p a id ..................................... 118,000 101,500 101,500 1 0 1 ,5 0 0
Discount and expense on debentures 11,600 10,000 10,000 1 0 ,0 0 0
Discount taken .................................... 5 ,3 7 0 7 ,4 80 7 ,4 80 7,480
Amortizable bond premium.............. 12 12 12
Miscellaneous income ....................... 4 ,3 8 0 1 0 ,4 2 0 1 0 ,4 2 0 10,420
Dividends received .......................... 6 9 ,4 7 5 2 8 4 ,2 7 0 2 8 4 ,2 7 0 284,270
Interest received ............................. 3 ,9 5 0 3 ,9 0 0 3 ,9 0 0 3,900
Gain or loss on plant sold or
scrapped ................................. 7,370 38, 168 38,168 3 8 ,1 6 8
Gain or loss on debentures retired 1 0 ,3 9 0 8 ,9 0 0 8 ,9 0 0 8,900
Change in inventory:
Finished goods ........................... 15,640 1 3 ,55 0 (1 ) 10,120 3 ,4 3 0 3,430
Goods in process......................... 10,160 3 0 ,9 7 0 ( 1) 7 ,1 40 3 8 ,1 1 0 38,110
Raw materials ............................... 2 9 ,4 0 0 4 2 ,1 7 0 (1 ) 2,200 3 9 ,9 7 0 39,970
Federal income tax.............................. 32,530 125,000 (6 ) 8,588 133,588 1 3 3 ,5 8 8
Balance ..................... 112,575
 
N o te : Boldface italics indicate red figures.
Adjusting Journal Entries—December 31 , 1946
Explanation of Journal Entries
1. Adjust inventories to physical.
2. Adjust machinery and equipment for repairs erroneously charged thereto.
3. Reverse depreciation on repairs erroneously capitalized.
4. Increase reserve for bad debts.
5. Adjust unexpired insurance.
6. Adjust reserve for Federal income tax.
Fifteen leading schedules would be required to produce a balance sheet and income account. 
These would be:
Cash
Marketable Securities
Accounts Receivable—Trade Less Reserve
Metals and Manufactured Products
Prepaid Expense
Investments
Buildings, Machinery and Equipment
Accounts Payable—Trade
Wages and Salaries Payable
Accrued Liabilities
Debentures
Sales
Cost of Sales
Interest and Dividends Received 
Selling and General
ASHTON METAL PRODUCTS CO.
Figure 1 (Cont'd )
Two examples of a leading schedule follow:
A c c o u n t s  R e c e iv a b l e — t r a d e  
L e s s  R e s e r v e s
December 31, 
1945 per 
final trial 
balance
December 31, 1946
Per
books Adjustments Final
Accounts receivable ( see note 1 ) ............................ 42,100
2 ,1 0 5
149,755
325,450
154,210
1,475
190
22,700
2 ,0 1 0
110,320
199,620
120,510
725
155
( 4 )  4 9 0
22,700
2 ,5 0 0
110,320
199,620
120,510
725
155
Dalton Metal Products Co..........................................
Accrued interest receivable......................................
Payroll advances.............................................................
671,075 4 52 ,020 4 9 0 451,530
N ote 1: At December 31, 1946 $ l 7,500 of Accounts Receivable account was classified as Accounts 
Receivable—officers and directors for the Balance Sheet.
N ote 2: Boldface italics indicate red figures.
C o s t  o f  S a l e s
Year 1945 
per final 
trial 
balance
Year 1946
Per
books Adjustments Final
914,520
635,770
835,530
326,720
199,960
130,450
5 ,3 7 0
15,640
10,160
2 9 ,4 0 0
1,109,300
642,400
979,076
286,203
209,973
180,029
7 ,4 80
1 3 ,5 5 0
3 0 ,9 7 0
4 2 ,1 7 0
( 1) 72
(1 )  138
(2 )  5 ,384
(1 )  10,120 
(  1 )  7 ,1 4 0  
(1 )  2,200
1,109,300
642,400
979,076
286,203
209,901
185,275
7 ,4 8 0
3 ,4 3 0
3 8 ,1 1 0
3 9 ,9 7 0
Change in inventory:
Raw materials ..........................................................
3,033,980 3,312,811 10,354 3,323,165
N o t e : Boldface italics indicate red figures.
F i g u r e  2
Ashton S ta te  Bank and T ru s t  Co. -  G en e ra l .  . a 1
-  P a y r o l l . . a 5
Ashton T ru s t  Co. -  Time D e p o s i t .................. ............. A 7
P e t t y  cash ...........................................................................A 8
Accounts  R e c e iv a b le .............................. .. .......................C  1
Reserve f o r  Bad Debts..................................................C 2
Brooke S a le s  Co............................................................... C 3
C o le s  Manufacturing Co. . . .................................
Dalton Metal Products  Co. . . . . . . . . .
Ednor Metal Machinery Co...................................
F u lto n  Ra i lw a y  Co.............................................................
Accrued In t e r e s t  R e c e iv a b le .
Marketable S e c u r i t i e s .  . . .
F in i s h e d  Goods Inven tory
........................B 1
.............. ...  B 1
........................D 1
Goods in  P roce ss  Inventory  ............................ ....  D  2
Raw M a te r ia l  I n v e n t o r y ............................  D 3
S u p p l i e s .................................................................................... E  1
Land J 1
Per books
Dec. 3 1 ,  1945 D e c .  3 1 ,  1946 Cash
Marketable 
s e c u r i t i e s
C
Accounts
r e c e iv a b le
trad e
l e s s  re s e r v e
M etals  and 
manufactured 
p ro d u cts S u p p l ie s
Accounts 
r e c e iv a b le  -  
o f f i c e r s  and 
d i r e c t o r s
P rep a id
expense
D iscount
on
debentures In vestm ents  Land
K L
Bu i l di n g s , 
ma c h in e ry
and Reserve  fo r  
equipment d e p r e c ia t io n Pa te n ts
Notes payable  
to
banks
Accounts 
payab le  
trad e
Wages and 
s a l a r i e s  
payable
Accrued
l i a b i l i t i e s
Federal 
income ta x  
accrued Debentures
Cap i t a l  
s to c k
ASHTON METAL PRODUCTS CO.
BALANCE SHEET 
December 3 1 , 1946
W
Changes in s u r p lu s  -  1946_____
  Div idends
S u rp lu s  paid Income
D e c.  3 1 ,  1945 y e a r  1946 y e a r  1946
437, 760300
500
42,100
2 ,105
149,755
104,340
325,450
154,210
8 ,2 4 0
1,475
65,850
319,540
62,170
105,280
51,390 350,230 
947,220 
2 ,925,940 
14,760 
60,550 
3 ,980 
8, 240 
1 ,6 3 2 ,5 5 8
5 , 582, 600 
281,990
190
20,070
5,320
70, 000 
10
100,000
257, 760 
380
7 ,150
3 0 , 000 
31 ,630
2 9 , 000 
32,530
3 ,420
5 ,5 2 5
3 ,2 0 0 ,0 0 0
960,000
5 , 482 , 600 
1 , 000, 000 
1 ,0 1 9 , 642
A d ju s t  in v e n t o r ie s  to p h y s ic a l  -  F in i s h e d  Goods
-  Goods in Process
-  Raw M a te r ia ls
-  S u p p l ie s
R e p a ir s  charged in e r r o r  to  Machinery and Equipment 
(through C o n s t ru c t io n  Account)
Reverse d e p r e c ia t io n  charged on above 
In cre a se  re s e r v e  f o r  d o u b tfu l  a ccou nts  
A d ju st  unexpired in su ran ce  
A d ju s t  re s e rve  f o r  Federal income ta x
N ote: B o ld fa ce  i t a l i c s  in d ic a te  r e d  f ig u r e s .
435,201 
300 
1 0 , 0 0 0  
500 
40,200 
2,010  
110,320 
232,150  
199,620 
120,510 
5 , 210 
125 
98,250 
333,090 
93,140 
147,450 
50,080 350,230 
956,796 
3 ,0 1 9 ,6 5 7  
13 ,710 
63,490 
3 ,54 0  
10,442 
1 ,6 5 7 ,2 7 7
5 , 582, 600 
250,890
155
22,160
4,450
988
50,400
10
3 5 , 000
255,878
370
1 0 , 254
25 ,518
2 4 ,2 9 2
125, 000 
2 ,8 3 2  
5 ,2 5 5
3 , 20 0 , 000
1 , 280, 000
5 , 4 8 2 , 600 
1 , 000 ,000  
1 , 0 1 9 ,6 4 2
3 1 8 , 000
483 ,616
D1
D2
D3
E l
K2
L 1
C2
G1
R1
435,201300
1 0 , 0 0 0
500
22,700
2,010
110,320
199,620
120,510
125
17,500
232, 150 
5 , 210
98,250
333,090
93,140
147,450
50,080 350,230
956,796
3 ,0 1 9 ,6 5 713,710
63,490
3 ,5 4 0
10,442
1,657, 277
14,000
988
5 ,58 2 ,600
236,890
15S 22,160
4,450
50,400
10
35 ,000
225,777
370
2 ,8 3 2  
5 , 255
30,101
10 , 254
 25 ,518
2 4 ,2 9 2
125,000
3 , 200, 000
1 , 2 8 0 , 000
5 , 482,600
1 , 000, 000
446,001 113,238 452,020 573 ,680
10.120
7,140
2.200
50,080
210
17,500 26,610 50,400 5 ,81 9 ,490  350,230 4 ,0 6 7 , 635 1 ,6 5 7 ,2 7 7 10 3 5 ,0 0 0 471 .594  40 .355
5 , 384
269
490
25
446,001 113,238 451,530 568,500 50,290 17,500 26,585 50,400 5 ,81 9 ,490  350,230 4 ,0 6 2 ,2 5 1  1 ,6 5 7 ,0 0 8 10 35,000 471 ,594  40 ,355
1 ,0 1 9 , 642
318,000
483 ,616
49 ,810  125, 000 1 , 920 .000  6 .4 8 2 ,6 0 0  1 , 0 1 9 ,6 4 2  318,000 483 ,616
1 0 , 1 2 0
7 ,140
2 , 200
210
5,384
269
490
25
8 ,5 8 8  8 ,588
49 ,8 1 0 133 ,588  1 ,9 2 0 ,0 0 0  6 ,4 8 2 ,6 0 0  1 ,0 1 9 , 642  318,000 4 6 4 , 428
By Perm ission; From  "A u d it W ork ing  P apers” by M aurice E. Peloubet 
copyright, 1 9 4 9 , M cG raw -H ill Book Com pany, Inc.
A B 0 € G I J M N O P  Q R  S  V
B u i l d i n g s .............................................. ................................ K 1
Machinery and Equipment. . .   .. ............................k 1
Small  T o o l s ............................ ....  k 1
F u r n i t u r e  and F i x t u r e s  ..........................................  k  1
Automobiles and Tru cks  ............................................... K 1
C o n s t r u c t io n  . ........................... .... .....................................k 1
Reserve f o r  D e p re c ia t io n  . ...................................... L 1
Investment in S u b s i d i a r i e s  ........................  l 1
Other In vestm en ts........................................................ ....  I  2
P a y r o l l  A d v a n c e s .......................................... ....  C 4
Insurance  u n e x p ire d ........................................................ G 1
Prep a id  E x p e n s e s ............................................... ....  G 2
Unamortized Bond Premium . . . . . . . . . .  B  2
Debenture D iscount and Expense ............................  S 1
P a t e n t s ................................................... ................................
Notes Payable  -  Banks. . . . . . . . . . . .
Accounts Payable  ............................................................. O 1
Unclaimed D iv id e n d s .  . . . . . . . . . . . .
Wages P a y a b le ...................................................................... P 1
D iv id e n d s  P a y a b le .............................................................
Taxes  A ccrued...................................................................... Q 1
Accrued in t e r e s t  P a y a b l e ............................ ....  . . Q 2
Reserve  f o r  Federal Income Tax . ..........................R 1
F e de ra l  Old Age B e n e f i t s  Tax w ith h e ld .  . . .
Taxe s  w ith h e ld  .................................................................
5 % Debentures.  ............................................ S  1
Debentures R e t i re d  ........................................................  S  1
Cap i t a l  s to c k  -  Common...............................................V  1
-  P r e f e r r e d .......................................... V  1
S u r p lu s .  . ...........................................................................W 1
D iv id e n d s  D e c l a r e d ........................................................ W 2
B a la n c e .................................... ............................................... W 1
Figure 3
ASHTON METAL PRODUCTS CO.
I n c o m e  A c c o u n t
Year 1946
Per books AA
Sales
BB
Cost of 
sales
Interest
and
dividends
received
Year 1945 Year 1946
4,234,970 4,896,340 4,895,340
132,420 172,150 172,150
101,170 124,390 124,390
24,920 32,440 32,440
914,520 1,109,300 1,109,300
.BB1 635,770 642,400 642,400
835,530 979,076 979,076
326,720 286,203 286,203
199,960 209,973 209,973
 BB3 130,450 180,029 180,029
128,000 154,634
205,628 236,160
14,542 16,850
 L 1 302,430 305,548
98,000 89,551
 Q2 118,000 101,500
  S 1 11,600 10,000
6,370 7,480 7,480
 B2 12 12
  DD 1 4,380 10,420
 B1 69,475 284,270 284,270
 B1 3,950 3,900 3,900
 K5 7,370 38,168
 S 1 10,390 8,900
15,640 13,550 13,550
 D 2 10,160 30,970 30,970
.D 3 29,400 42,170 42,170
,R1 32,530 125,000
112,575 483,616
4,566,360 3,312,811 288,168
 D 1 10,120
7,140
 D 3 2,200
72
 BB3 138
 
 BB3
5,384
 L1
 EE 3
 EE3
 R 1
4,566,360 3,323,165 288,158
DD
Profit
on
deben­
tures
retired
Miscella­
neous
other
income
8,90
8,90
8,900
10,420
10,420
10,420
EE
Selling
and
general
154,634
236,160
16,850
89,551
497,195
490.
25
497,710
Loss on 
plant 
sold or 
scrapped
38,168
38,168
38,168
Interest
paid
101,500
101,500
101,500
Deben­
tures
discount
and
expense
Deprecia­
tion
and
obsoles­
cence
Federal
income
tax
10,000
10,000
10,000
305,548
305,548
269
305,279
125,000
125,000
133,588
Provision
for
contin­
gencies
483,616
483,616
10,120
7,140
2,200
72
138
6,384
269
490
25
8,688
464,428
Note: Boldface italics indicate red figures. By Permission: From "Audit Working Papers” by Maurice E. Peloubet, 
copyright, 1949, McGraw-Hill Book Company, Inc.
Sales...............................................................................
Sales Returns and Allowances......................................
Sales Freight............................................. ........... . . .
Discounts Allowed........................................................
Steel Purchased.............................................................
Brass Purchased............................................................
Direct Labor............................................. ...; ..............
Indirect Labor............................................................. .
Manufacturing Expense................................................
Repair Labor and Expense...........................................
Office Salaries................................................................
Commissions Paid.........................................................
Traveling Expense..... ....................................................
Depreciation..................................................................
General Expense.......................... ..................................
Interest Paid...................................................................
Discount and Expense on Debentures.......... .
Discount Taken.............................................................
Amortizable Bond Premium..........................................
Miscellaneous Income.................................. ..................
Dividends Received......................................................
Interest Received............................................................
Gain or Loss on Plant Sold or Scrapped...................... .
Gain or Loss on Debentures Retired.............................
Change in Inventory:
Finished Goods............................................................
 Goods in Process................................. .......................
Raw Materials.............................................................
Federal Income Tax.......................................................
Balance................................................ ................... .......
Adjust inventories to physical:
Finished Goods............................................................
Goods in Process.........................................................
Raw Materials.............................................................
Supplies—manufacturing expense.............................
—repair expense.............................................
Repairs charged in error to Machinery and Equipment
(through Construction account). ...............................
Reverse depreciation charged on above ........................
Increase provision for doubtful accounts.......... ............
Adjust unexpired insurance.......................... ...............
Adjust Federal income tax................................... ........
Balance
Figure 4
A 1
ASHTON METAL PRODUCTS CO.
C a s h  R e c o n c il ia t io n  
December 31, 1946
Balance 
Dec. 31, 
1945
Receipts Disburse­ments
Balance 
Dec. 31, 
1946
A s h t o n  S t a t e  B a n k  & T r u s t  C o .—
G e n e r a l  A c c o u n t
Per bank statement....... .  ......... A4 $441,815 5,014,378 5,003,537 452,656
Deposit of Dec. 31, 1946 credited by
bank Jan. 2 ,  1947, traced to January
bank statement. 27,830 27,830
Bank contras:
Returned check redeposited—
May.............. 1,630 1,630
Payroll deposit credited general ac­
count in error—
February.. .  . 28,140 28,140
Checks outstanding:
Dec. 31, 1945... 4,055 4,055
Dec. 31, 1946:
Date No. Amount
11- 8-46 9957 $3,287
12- 2-46 38 126
12-16-46 75 10,390
12-23-46 102 3,180
12-26-46 119 12,372
12-26-46 121 9,380
12-30-46 142 1,327
12-30-46 143 398
12-31-46 144 720
12-31-46 146 1,272
12-31-46 147 2,833
$45,285 45,285 45,285
Per cashbook........ . . .   A2, A3 $437,760 5,012,438 5,014,997 435,201
  
Receipts for Dec. 30 and 31 were checked to bank statement for December. These 
items appear to cover transactions effected in the normal course of business.
Checks returned by bank for December were checked to cashbook.
Checks outstanding at Dec. 31, 1945, are listed in 1945 audit papers. All were paid 
by bank in January, 1946.
All checks outstanding at Dec. 31, 1946, except No. 38, payable to Anerco, Inc., were 
paid by bank in January, 1947. Payment has been stopped on check No. 38 and check 
No. 252 was issued to replace it on Feb. 4, as the first check had presumably been lost 
in the mails.
Correction notices for the bank contras were seen.
N o t e  t o  t h e  r e a d e r : The purpose of this schedule is to reconcile the balance as 
shown by the cashbook with the bank statement, and to bring into agreement in total 
the receipts and disbursements as shown by the cashbook and as shown by the bank.
N ote: Boldface italics indicate red figures.
By Permission; From "Audit Working Papers’’ by Maurice E. Peloubet, 
copyright, 1949, McGraw-Hill Book Company, Inc.
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ASHTON METAL PRODUCTS CO.
P a y r o l l  A d v a n c e s  
December 31, 1946
Operating—John R. Evans.........................................  $22
Harold S. Barnes.....................................  13
William A. Crawford............................... 10
Carl B. Hale............................................  15
Edward C. Scott...................................... 18
Ralph D. Condon....................................  18
James E. Foley........................................ 1 7
Office— Ruth Martin.............................................  15
Jane Harder.............................................  11
Paul J. Jordan.......................................... 16
113
42
 $155
Advance tickets signed by employees and approved by F. F. Franklin, factory super­
intendent (for operating employees), and Uriah Heep, assistant treasurer (for office 
employees), were checked to above list.
By Permission: From "A udit W orking Papers”  by Maurice E. Peloubet, 
copyright, 1949, McGraw-Hill Book Company, Inc.
Figure 9
D 4
INVENTORY CERTIFICATE
Kean, Swift & Co.,
N ew York, N. Y.
Dear Sirs:
In connection with your examination of the accounts of Ashton Metal Products Go. 
as at December 31, 1946, I hereby certify that the inventories as at December 31, 1946, 
as shown by the general books of account, a summary of which follows, are based on a 
physical inventory taken under my direction as of December 31, 1946, and that, to the 
best of my knowledge and belief
1. All stocks belonging to the company at December 31, 1946, and having any sub­
stantial value are included; but no obsolete, damaged, or useless materials or merchandise 
are included at prices in excess of net realizable values.
2. The quantities shown by the physical inventories are correct, were determined by 
actual count, weight, or measurement, and were taken in substantially the same manner 
as the physical inventories at the close of the previous year.
3. The entire inventory is the unencumbered property of the company and does not 
include (a) stocks on consignment from others, (b) unshipped stocks billed to customers 
at or prior to December 31, 1946, or (c) advance payments on account of purchase 
contracts for future deliveries,
4. Each item of inventory is priced at---------- (cost)---------- (specify basis of valuation
fully, i.e., cost, the lower of cost or market, or other method), which is the same basis as 
used in pricing the physical inventories at the close of the previous year.
5. Liability for all items included in the inventories has been recorded in the accounts. 
Purchase commitments were not in excess of normal requirements nor at prices in excess 
of current market prices.
6. The amounts stated in the following summary are fair and proper valuations of 
inventories as at December 31, 1946.
S UMMARY OF I n v e n t o r y  A c c o u n t s
Account Amount
D 1: Finished Goods..................................      $322,970
  D 2 : Goods in Process..............         100,280
  D 3: Raw Materials......................................................... ...............................   145,250
Total $568,500
Note: Any exceptions to the above or necessary explanation thereof should be 
attached on a separate sheet as part of this certificate.
Certified as to Date Name Title
Quantities Jan. 23, 1947 F. F, Franklin Supt.
Values   Jan. 24, 1947 John Smauker Chief Clerk
Usable Condition   Jan. 23, 1947 F. ,F. Franklin Supt.
General Approval Jan. 25, 1947 Carl Wynne Vice-pres.
By Permission: From "Audit Working Papers” by Maurice E. Peloubet
copyright, 1949, McGraw-Hill Book Company, Inc.
D 5
ASHTON METAL PRODUCTS CO.
G e n e r a l  N o t e s  o n  O b s e r v a t io n  o p  P h y s ic a l  I n v e n t o r ie s
December 31, 1946
Physical inventories were taken by the company on December 29 and 30, 1946. 
(The plant was closed on December 31, 1946.)
During the taking of inventory, the plant was not operating. (There was some 
activity in the receiving and shipping departments, but this activity was carefully 
controlled insofar as it affected the taking of physical inventories.)
Six representatives of Kean, Swift & Co. observed the taking of inventories. Their 
observations and other pertinent papers are in a separate file, marked "Ashton Metal 
Products Co.—Physical Inventories—December 31, 1946.” A summary of the papers 
in that file is as follows:
1. Copy of company’s inventory instructions
2. Detailed notes of K. S. & Co.’s observations
3. Questionnaires on evaluation of inventory procedure
4. Analysis of percentage of inventory observed
N o t e  t o  t h e  R e a d e r : Since notes on physical inventory observations (which may 
frequently be recorded in stenographic notebooks), as well as accounts receivable con­
firmations, are for the most part a different size from the regular working papers, it is 
usually convenient to file them separately and to include in the regular working papers 
only a general note as to the audit work performed.
For purposes of illustration, a page of inventory observation notes and a completed 
questionnaire are included on the following pages.
Figure 10
By Permission; From "Audit Working Papers” by Maurice E. Peloubet,
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Figure 11
ASHTON METAL PRODUCTS CO. 
O b s e r v a t io n s  o f  P h y s ic a l  I n v e n t o r y  
December 31, 1946
Location—Shed outside of Screw Machine Dept.
Tag
No.
Description Weight,
pounds Price ExtensionClass Item
51 Raw material Brass rod—½ hex. 12,357 18.7¢ per lb. $2,311
52 Raw material Brass rod—9/16 hex. 9,322 19.2¢ per lb. 1,790
53 Raw material Brass rod— hex. 11,537 17.9¢ per lb. 2,065
57 Raw material Brass tubing—127/32 X
135/64 10,819 20.4¢ per lb. 2,856
64 Raw material 1113 Steel—⅝ round 26,347 $5.42 per 100 lb. 1,428
66 Raw material 1113 Steel— round 18,737 4.75 per 100 lb. 890
71 Raw material 1113 Steel—2 ¼  round 12,411 5.35 per 100 lb. 664
72 Raw material 1113 Steel— round 21,286 4.90 per 100 lb. 1,043
8 Total $13,047
Dec. 30, 1946—p .m .
Observed weighing of lots making up the above quantities.
Checked tape of weight tickets to quantity shown on tags. J.F.
Jan. 20, 1947
Observations checked to company’s inventory sheets, from which prices and extensions 
were copied. Quantities O.K. J.F.
N o t e  t o  t h e  R e a d e r : At the time of making his observations of the physical weigh­
ing or count, the auditor normally records in his working papers the location, tag 
number, description, and quantity of the material observed. After the company has 
assembled its record of inventory on detailed inventory sheets, has priced the items, 
and has computed the values, the auditor compares his observations with the items 
finally entering into the company’s inventory figures. A comparison of quantities 
observed and total quantities of a class or department is frequently sufficient to indicate 
that the auditor’s observations were adequate. In other cases, an analysis may be 
prepared to compare the value of physical inventory observed with the total value of 
physical inventory in each class or subclass; in such cases the auditor may accumulate 
prices and extensions, as illustrated above, at the time that he checks quantities appear­
ing on the company’s inventory sheets. The value of inventory observed on each 
page of observations ($13,047 in the above illustration) may then be posted to a summary 
schedule from which the comparisons may be made between values observed and total 
values. (Such comparisons do not conclusively establish the adequacy of the auditor’s 
testing. For example, a more valuable part of the auditor’s work lies in the observation 
of procedural methods. Furthermore the auditor’s observations are varied in nature, 
ranging from participating in the actual count to watching the collection of tags placed 
on material already counted. With these limitations in mind, the auditor may find the 
comparison of values to be useful.)
By Permission: From "Audit Working Papers’’ by Maurice E. Peloubet
copyright, 1949, McGraw-Hill Book Company, Inc.
Figure 12
ASHTON METAL PRODUCTS CO.
East Plant 
(Plant)
Q u e s t i o n n a i r e  f o r  E v a l u a t io n  o f  P h y s ic a l  I n v e n t o r y  P r o c e d u r e  
D u p l ic a t e  T a g  M e t h o d
December 29-30, 1946
(Date)
Question
Instructions and preparatory planning:
1. Was the inventory taken at time we were notified?
2. Did the company issue written instructions in advance?
3. Had material been arranged in advance to facilitate
rapid and accurate inventory?
4. Were tare weights plainly printed on containers, etc.?
5. Had scales been checked in advance for accuracy?
6. Was scrap cleared from departments before inventory
began?
7. Did the weighers and checkers understand the use of
each of the different inventory tags?
Weighing and recording procedures:
8. Were all materials on hand included in inventory?
9. Was ownership shown on tags?
Was material on hand which had been billed?
If so, had it been segregated and clearly identified?
12. Were tags made out in ink or indelible pencil?
13. Were scales periodically balanced during inventory?
14. Was care taken during inventory to segregate weighed
and unweighed material?
15. When corrections were made and a new tag used, was
the old tag plainly marked “void”?
16. Were separate tags used for each weighing?
17. Were separate tags used when same type of material
was located in more than one place?
18. Was location of material indicated on tag, if outside of
department area?
19. Was count as well as weight shown on tag when both
were necessary for checking?
20. Were tags written up at the time of weighing (rather
than later from memorandums prepared during 
weighing)?
Were calculations made on or attached to tags (rather 
than made on scratch paper that was later destroyed)?
10.
11.
21.
Answer
Yes
Yes—see file
Yes—with exceptions- 
see notes
Yes
Yes
Yes
Yes
Yes
No—see notes
Yes
Yes
Indelible pencil
Yes
Yes
Yes—see note re disposi­
tion
Yes
Yes
Yes
See suggestions for next 
year’s instructions
Yes
Yes
By Permission: From "Audit Working Papers" by Maurice E.
copyright, 1919, McGraw-Hill Book Company, Inc.
Peloubet,
Figure 12 (Cont’d )
Question
22. Wh ere adding machines were used, were experienced
operators assigned?
23. Where adding machines were used, was care taken to,
clear the machine before each listing?
24. Where more than one tare factor entered into net weight
computation, was each shown separately on the tag?
25. Were tags initialed properly?
26. Did checkers check scale readings to weight on the tag?
27. Were chalk marks, etc., made on or around material
weighed, or similar precautions taken to avoid dupli­
cate weighing?
28. Were the tags so placed on material as to be visible for
inspection and not likely to be blown away, lost, etc.?
29. Were all tags accounted for?
Supervisory and checking procedures:
30. Were the tags collected by responsible persons?
31. Were tags checked against material for obvious errors
when tags were collected?
32. Did foremen circulate, test-checking tags?
33. Did office accountants observe inventory taking?
34. Did office accountants test-check tags?
35. Were office accountants constantly in plant during
inventory?
36. Did foremen see that all items physically in their depart­
ments were inventoried?
37. Did office accountants see that all items were inven­
toried?
General:
38. Were adequate instructions issued covering the classi­
fication of material as slow-moving or obsolete?
39. Were sufficient employees assigned to and on hand for
taking and checking the inventory?
40. Was a satisfactory record kept of tags issued and
returned?
41. Do you feel that company personnel displayed a
genuine interest in the taking of an accurate inven­
tory?
42. Were all operating departments shut down during
inventory period?
43. Were goods received during the inventory?
44. Were they included in the count?
45. Were goods shipped during the inventory?
46 Were they eliminated from the count?
Answer
Yes
Yes
Not applicable
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Yes
Receiving and 
shipping depts. 
observed by Mr. 
Kean and Mr. 
Sharpe
By Permission: From "Audit Working Papers" by Maurice E. Peloubet,
copyright, 1949, McGraw-Hill Book Company, Inc,
Question
47. In your opinion would the inventory have been sub­
stantially better if more time had been allotted for 
taking it?
Answer
Figure 12 (Cont'd )
No
N o t e : The answers to questions 1 to 42 will normally be expected to be in the 
affirmative. Where there is an exception in your answer to any question, please attach 
additional paper of this size to explain the exception. Qualifications to answers should 
be similarly explained, if warranted by the circumstances.
Any suggestions or comments you may have regarding improvements in the taking 
of inventory for this company should be submitted in a similar manner.
Signed_____ J. Falstaff__________ _
Observing for Kean, Swift & Co.
N o t e  t o  t h e  R e a d e r : The questionnaire illustrated above does not cover all questions 
that may be asked concerning the taking of physical inventory and is not suitable for 
general use. In actual practice, a questionnaire should be prepared in the light of the 
particular industry, the specific company, and frequently, the individual plant. Inven­
tory instructions of the company may provide a basis for such a questionnaire. When 
the auditor intends to use a number of employees, possibly of varying degrees of experi­
ence or ability, such questionnaires, if given to the employees a few days in advance of 
the date of the inventory, will indicate to them some of the practices attending the taking 
of an accurate physical inventory.
By Permission: From "Audit W orking Papers” by Maurice E. Peloubet, 
copyright, 1949, McGraw-Hill Book Company, Inc.
F
ig
ur
e 
13
 
G
 1
A
SH
TO
N
 M
ET
A
L 
PR
O
D
U
CT
S 
CO
.
In
su
r
a
n
c
e
 U
n
e
x
p
ir
e
d
D
ec
em
be
r 
31
, 1
94
6
Po
lic
y 
No
.
17
31
42
6 
31
26
41
 
67
24
06
 
27
32
A-
21
4 
BB
 2
01
 
72
10
9 
95
72
8 
22
69
87
 
79
28
-A
 
27
94
87
1 
48
32
4 
19
02
79
 
18
89
88
-L
 
31
22
10
-L
 
27
58
90
 
11
27
19
54
 
18
76
Na
m
e o
f 
co
m
pa
ny
Br
an
fo
rd
Ca
no
ve
r
Ca
no
ve
r
St
ar
Po
st
Ri
alt
o
Ce
nt
re
Ce
nt
re
Es
se
x
Ir
vin
g
W
isc
on
sin
W
isc
on
sin
St
er
lin
g
St
er
lin
g
Ze
ni
th
Pa
lac
e
Dr
ag
on
Co
ve
rs 
 
Bl
an
ke
t p
oli
cy
 on
 b
ui
ld
in
gs
, m
ac
hi
ne
ry
 an
d 
eq
ui
pm
en
t—
fir
e, 
et
c. 
Bl
an
ke
t p
oli
cy
 o
n b
ui
ld
in
gs
, m
ac
hi
ne
ry
 a
nd
 eq
ui
pm
en
t—
fir
e, 
etc
. 
Bl
an
ke
t p
oli
cy
 on
 b
ui
ld
in
gs
, m
ac
hi
ne
ry
 an
d 
eq
ui
pm
en
t—
fir
e, 
etc
.
Au
to
—
pu
bl
ic 
lia
bi
lit
y, 
pr
op
er
ty
 d
am
ag
e, 
et
c..
...
...
...
...
...
...
...
...
...
Bo
ile
r e
xp
los
ion
...
...
...
...
...
...
...
...
...
...
...
...
..
...
...
...
...
...
...
...
...
...
....
Pa
yr
oll
 ro
bb
er
y..
...
...
...
...
...
....
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
Au
to
—
pu
bl
ic 
lia
bi
lit
y, 
pr
op
er
ty
 d
am
ag
e, 
et
c..
...
...
...
...
...
...
...
...
...
Au
to
—
pu
bl
ic 
lia
bi
lit
y, 
pr
op
er
ty
 d
am
ag
e, 
et
c..
...
...
...
...
...
...
...
...
...
Li
ab
ili
ty
—
co
ns
tru
cti
on
 a
t p
la
nt
...
...
...
...
...
...
...
....
...
...
...
...
...
...
...
..
Au
to
—
pu
bl
ic 
lia
bi
lit
y, 
pr
op
er
ty
 d
am
ag
e, 
et
c..
...
...
...
...
...
...
....
....
Sa
fe 
bu
rg
lar
y.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.....
...
...
.
Sa
fe 
bu
rg
lar
y..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
....
...
...
...
...
...
....
....
W
ar
eh
ou
se
—
co
nt
en
ts.
...
...
...
...
...
...
...
...
...
...
...
....
...
...
...
...
...
...
...
..
W
ar
eh
ou
se
—
co
nt
en
ts.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
Ac
cid
en
t—
Pr
iva
te 
R.
 R
. C
ro
ssi
ng
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..j
W
or
km
en
’s 
co
m
pe
ns
at
ion
...
...
...
...
...
...
...
...
...
...
.. 
...
...
...
...
...
...
..
Th
ef
t o
f s
pe
cia
l c
he
m
ica
l e
qu
ip
m
en
t..
...
...
...
...
...
...
...
...
...
...
...
...
...
j
Am
ou
nt
 
Da
te
d 
Ex
pi
re
s 
Pr
em
iu
m
$1
,50
0,0
00
 
1-
 1
-4
3 
12
-3
1-
47
 
$4
0,0
00
1,5
00
,00
0 
5-
15
-4
1 
5-
14
-4
6 
40
,00
0
1,5
00
,00
0 
5-
15
-4
6 
5-
14
-4
8 
16
,00
0
50
/1
00
,00
0 
1-
 1
-4
6 
12
-3
1-
46
 
10
0
25
/6
0,
00
0 
7-
 1
-4
4 
6-
30
-4
9 
1,2
50
12
,50
0 
7-
 1
-4
6 
6-
30
-4
8 
20
0
50
/1
00
,00
0 
4-
 1
-4
5 
3-
31
-4
6 
10
0
50
/1
00
,00
0 
4-
 1
-4
6 
3-
31
-4
7 
10
0
25
/5
0.0
00
 
10
- 
1-
45
 
9-
30
-4
6 
80
50
/1
00
,00
0 
1-
 1
-4
6 
12
-3
1-
  
10
0
10
.00
0 
4-
 1
-4
5 
3-
31
-4
6
 
32
0
10
,00
0 
4-
 1
-4
6 
3-
31
-4
7 
36
0
10
0,0
00
 
3-
 
1-
45
 
2-
29
-4
6 
18
0
10
0,0
00
 
3-
 1
-4
6 
2-
28
-1
 
18
0
50
/2
50
,00
0 
7-
 1
-4
6 
6-
30
 
 
36
0
St
at
ut
or
y 
11
-1
-4
6 
10
-3
1-
 47 
2,4
00
1,5
00
 
8-
 1
-4
6 
7-
31
-1
 
60
Un
ex
­
pi
re
d 
at
 
De
c. 
31
, 
19
45
16
,00
0
3,0
00 87
5 25 60 80 30
20
,07
0
$2
0,0
70
Pr
em
i­
um
s 
pa
id
 in
 
19
46
16
,00
0
10
0
20
0
10
0
10
0
36
0
18
0
36
0
2,4
00 60
19
,86
0
19
,86
0 
02
Ch
ar
ge
d 
to
M
an
u­
fa
ctu
r­
in
g
co
sts 7,2
00
2,7
00
4,5
00 10
0
25
0 25 75 60 30 15
0
18
0
40
0
__
25
15
,69
5
15
,69
5 
B
B
 2
Ge
ne
ra
l
ex
pe
ns
e
80
0
30
0
50
0 25 10
0 80 27
0
2,0
75
__
25
2,
10
0
EE
 3
Un
ex
­
pi
re
d 
at
 
De
c. 
31
, 
19
46
8,
00
0
11
,0
00 62
5
17
5 25 90 30 18
0
2,
00
0 35
22
,16
0
__
25
22
,13
5
Al
l t
he
 a
bo
ve
 p
ol
ic
ies
 w
er
e 
ex
am
in
ed
.
N
o
te
 t
o
 t
h
e 
R
ea
d
er
: 
Th
e 
pu
rp
os
e 
of
 th
is 
sc
he
du
le 
is 
to
 in
di
ca
te 
th
e 
na
tu
re
 o
f t
he
 in
su
ra
nc
e 
an
d 
th
e 
am
ou
nt
 o
f c
ov
er
ag
e 
as
 w
ell
 a
s 
to
 v
er
ify
 t
he
 it
em
s 
of
 p
re
pa
id
 e
xp
en
se
 a
nd
 
in
su
ra
nc
e e
xp
en
se
 d
ur
ing
 th
e y
ea
r. 
W
he
re
 th
e c
om
pa
ny
 m
ain
ta
in
s f
ul
l i
ns
ur
an
ce
 re
co
rd
s i
t m
ay
 b
e n
ec
es
sa
ry
 o
nl
y 
to
 ch
ec
k 
th
os
e r
ec
or
ds
 an
d 
to
 su
m
m
ar
ize
 th
em
.
  N
o
te
: 
Bo
ld
fa
ce
 it
ali
cs
 in
di
ca
te
 re
d 
fig
ur
es
.
By
 
Pe
rm
iss
io
n:
 
Fr
om
 
"A
ud
it 
W
or
ki
ng
 P
ap
er
s”
 
by
 
M
au
ric
e 
E.
 
Pe
lo
ub
et
, 
co
py
ri
gh
t, 
19
49
, 
M
cG
ra
w
-H
ill
 B
oo
k 
C
om
pa
ny
, 
In
c.
Co
rr
ec
tio
n 
of
 u
ne
xp
ire
d 
po
rti
on
 o
f p
oli
cy
 7
21
09
 to
 $
15
0.
Fi
gu
re
 1
4 
K
1
A
SH
TO
N
 M
E
T
A
L
 P
R
O
D
U
C
T
S 
CO
.
P
l
a
n
t
 a
n
d
 E
q
u
ip
m
e
n
t
D
ec
em
be
r 
31
, 1
94
6
B
al
an
ce
, 
D
ec
em
be
r 
31
, 
19
45
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
A
dd
it
io
ns
:
C
on
st
ru
ct
io
n
-t
ra
n
sf
er
re
d
 f
ro
m
 a
ff
ili
at
ed
 c
om
pa
ni
es
—
pu
rc
ha
se
d 
fr
om
 o
th
er
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
—
la
bo
r 
ex
p
en
se
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.K
 2
—
ot
he
r 
su
pp
lie
s 
an
d 
ex
p
en
se
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
O
th
er
 p
ur
ch
as
es
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
0
 2
D
ed
u
ct
io
ns
—
K
 5
:
T
ra
ns
fe
rr
ed
 t
o 
af
fi
lia
te
d 
co
m
p
an
ie
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..K
3
S
ol
d
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
S
cr
ap
pe
d.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
T
ra
ns
fe
rr
ed
 f
ro
m
 c
on
st
ru
ct
io
n 
as
 c
om
p
le
te
d
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.K
 2
B
al
an
ce
, 
D
ec
em
be
r 
31
, 
19
46
—
pe
r 
tr
ia
l 
b
al
an
ce
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
R
ep
ai
rs
 c
ha
rg
ed
 t
o 
co
ns
tr
uc
ti
on
 i
n 
er
ro
r.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
B
al
an
ce
, 
D
ec
em
be
r 
31
, 
19
46
—
as
 a
d
ju
st
ed
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
E
xc
ep
t 
fo
r 
pr
op
er
ty
 a
cq
ui
re
d 
in
 1
93
8 
fr
om
 G
ol
ia
th
 M
an
uf
ac
tu
ri
ng
 C
o.
 i
n 
ex
ch
an
ge
 f
or
 s
to
ck
 o
f 
A
sh
to
n,
 a
ll 
p
la
n
t 
an
d 
eq
ui
pm
en
t 
is
 c
ar
ri
ed
 a
t 
ca
sh
 c
os
t 
le
ss
 c
os
t 
of
 p
la
n
t 
so
ld
 o
r 
sc
ra
pp
ed
. 
P
ro
pe
rt
y 
ac
qu
ir
ed
 f
ro
m
 G
ol
ia
th
 w
as
 v
al
ue
d 
at
 $
75
0,
00
0 
(i
nc
lu
di
ng
 l
an
d,
 $
13
2,
50
0)
, 
be
in
g 
st
at
ed
 v
al
ue
 o
f 
37
,5
00
 s
ha
re
s 
of
 A
sh
to
n 
co
m
m
on
 s
to
ck
 (
$5
00
,0
00
) 
pl
us
 p
ar
 v
al
u
e 
of
 2
,5
00
 s
ha
re
s 
of 
A
sh
to
n 
pr
ef
er
re
d 
st
oc
k
 (
$2
50
,0
00
) 
is
su
ed
 t
he
re
fo
r 
an
d 
is
 c
ar
ri
ed
 a
t 
th
at
 a
m
ou
nt
 l
es
s 
va
lu
e 
of
 p
la
n
t 
so
ld
 o
r 
sc
ra
pp
ed
 s
in
ce
 t
h
at
 d
at
e.
A
n
al
ys
is
 o
f 
ch
an
ge
s 
in
 p
la
nt
 a
nd
 e
qu
ip
m
en
t 
fo
r 
th
e 
re
po
rt
 t
o 
m
an
ag
em
en
t 
an
d 
F
or
m
 1
0K
C
on
st
ru
ct
io
n—
tr
an
sf
er
re
d 
fr
om
 a
ff
ili
at
ed
 c
om
p
an
ie
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
—
tr
an
sf
er
re
d 
to
 a
ff
ili
at
ed
 c
om
p
an
ie
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
—
pu
rc
ha
se
d 
fr
om
 o
th
er
s.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.—
...
...
...
...
. 
—
la
bo
r 
ex
pe
ns
e.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
...
...
...
...
. 
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
—
ot
he
r 
su
pp
lie
s 
an
d 
ex
p
en
se
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
—
re
pa
ir
s 
ch
ar
ge
d 
to
 c
on
st
ru
ct
io
n 
in
 e
rr
or
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
O
th
er
 p
ur
ch
as
es
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
..
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
.
S
al
es
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
P
la
n
t 
an
d 
eq
ui
pm
en
t 
sc
ra
p
pe
d.
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
...
N
ot
e
: 
B
ol
df
ac
e 
it
al
ic
s 
in
di
ca
te
 r
ed
 f
ig
ur
es
.
C
on
st
ru
c­
ti
on 8
,2
40
60
,8
54
32
4,
28
8
55
,8
63
22
,7
05
46
1,
50
8
10
,4
42
10
,4
42
K
2
A
u
to
m
ob
ile
s 
an
d 
m
ot
or
  
tr
u
ck
s
3,
98
0
3,
54
0
3,
98
0
3,
54
0
3,
54
0
F
ur
ni
tu
re
an
d
fi
xt
ur
es
60
,5
50
15
,8
60
9,
77
0
3,
15
0
63
,4
90
63
,4
90
K
4
  
S
m
all 
  
to
ol
s
14
,7
60
2,
27
0
3,
32
0
13
,7
10
  
13
,7
10
M
ac
hi
ne
ry
 
  
an
d 
  e
qu
ip
m
en
t
2,
92
5,
94
0
56
,4
90
75
,8
10
21
0,
91
5
43
6,
93
2
3,
01
9,
65
7
5,
38
4
  
3,
01
4,
27
3 
 
B
ui
ld
in
gs
94
7,
22
0
15
,0
00
24
,5
76
95
6,
79
6
  
95
6,
79
6
T
ot
al
$3
,9
60
,6
90
46
3,
71
0
21
,6
70
66
,2
60
86
,2
60
22
5,
91
5
4,
06
7,
63
5
5,
38
4
  
$4
,0
62
,2
51
 
 
In
cr
ea
se
or
de
cr
ea
se
60
,8
54
66
,2
60
32
4,
28
8
55
,8
63
22
,7
05
5,
38
4
21
,6
70
86
,2
60
22
S,
91
S
10
1,
56
1
S
ol
d
or
sc
ra
pp
ed
22
5,
91
5
31
2,
17
5 
 
T
ra
ns
fe
rr
ed
 
to
 a
ff
ili
at
es
, 
gr
os
s 
va
lu
e
66
,26
0
  
66
,2
60
 
 
T
ra
ns
fe
rr
ed
 f
ro
m
 
af
fi
lia
te
s,
 a
t 
n
et
 v
al
ue
39
,1
70
  
39
,1
70
C
on
st
ru
ct
io
n
an
d
pu
rc
ha
se
s
$ 
21
,6
84
32
4,
28
8
55
,8
63
22
,7
05
5,
38
4
21
,6
70
$ 
44
0,
82
6 
 
By
 
Pe
rm
iss
io
n;
 
Fr
om
 
"A
ud
it 
W
or
ki
ng
 
Pa
pe
rs
” 
by
 
M
au
ri
ce
 
E.
 
Pe
lo
ub
et
, 
co
py
ri
gh
t, 
19
49
, 
M
cG
ra
w
-H
ill
 B
oo
k 
C
om
pa
ny
, 
In
c.
Figure 15 
O1
ASHTON METAL PRODUCTS CO.
A c c o u n t s  P a y a b l e  
December 3 1 , 1946
Balance December 31, 1945... . .  .. ................. .... ... $267,760
Vouchers payable—per voucher record ............................0 2  2,971,796
Vouchers paid—per cashbook......................................... .. A 3 $2,973,678
Balance December 31, 1946........ ................... .................. .... 255,878__________
$3,229,556 $3,229,556
Details of balance at December 31, 1946:
Excellent Crane Co. ............... ........ .......................
Ashton Electric and Power Co..............................
Electric Corp. of Ashton...........................................
Five States Supply Corp........ .................................
Static Conveyor Machine C o... . .............................
Super Electric & Supply Co.....................................
Ashton State Bank & Trust Co.—Payroll Account. 
52 vouchers, each for less than $1,000, totaling.. . .
Total as above  ....................................
Distribution:
Wages payable........ ......................... ......... ............. 
Accounts payable—trade..  ........... ................  
Total as above..................................................—
$110,500
4,130
9,873
12,768
60,500
5,380
30,101
22,626
$255,878
$30,101
225,777
$255,878
Unpaid items were checked with voucher record.
Cash disbursements for December, 1946, were checked to voucher record.
Vouchers entered in voucher record in January, 1947, were scrutinized for 1946 items.
Similar scrutiny was made of vouchers not entered as of Jan. 25, 1947.
Vouchers for month of April, 1946, were examined.
Footings of voucher record were checked for month of June, 1946.
See separate file, “Physical Inventories” for test of receiving records at Dec. 3 1 , 1946.
N o t e  t o  t h e  R e a d e r : In the case of Ashton Metal Products Co., testing of the 
voucher record is ordinarily done by the internal audit staff of the company. Occa­
sionally, however, the independent auditors cover the same ground—as indicated by 
the audit notes with respect to scrutiny of vouchers and footing of the voucher record.
By Permission: From "A udit W orking Papers" by Maurice E. Peloubet, 
copyright, 1949, McGraw-Hill Book Company, Inc.
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C H A P T E R  16
Reliance Upon 
Internal Control
BY NORMAN H. S. VINCENT
P erhaps t h e  m ost sig nificant  develo pm ent  in auditing during the 
past half century has been the decrease in the am ount of detailed check­
ing of accounting records. Several factors may have been responsible, but 
certainly an im portant factor has been the recognition by accountants of 
the potentialities of effective internal check within a business and of the 
possibility of planning audits to take full advantage of existing internal 
controls.
W hile the development of elaborate systems of internal check has been 
most evident in large business units, smaller businesses have not com­
pletely neglected the application of such checks to their activities. Fur­
ther development and application of internal control devices in smaller 
business units seems possible. T o  the extent the auditor can reduce the 
time required for detailed work on accounting records, he is freed to 
render a more significant over-all accounting service.
T he auditor’s responsibility in connection with internal control has been 
made more definite in recent years. In  1947,1 the committee on auditing 
procedure of the American Institute of Accountants issued a “Tentative 
Statement of Auditing Standards — T heir Generally Accepted Significance 
and Scope.” * * In  the introduction to the Tentative Statement, the com­
mittee grouped auditing standards into an over-all two-fold classification 
as follows:
Group I: Personal or general standards, and
Group II: Standards for—
(a) the conduct of the field work, and
(b) the reporting thereon.
T he Group II standards reflect those which “may be regarded as the 
underlying principles of auditing which control the nature and extent of 
the evidence to be obtained by means of auditing procedures.”
Under the designation “Standards of Field W ork,” the Tentative State­
m ent of A uditing Standards proposes that:
“There is to be a proper study and evaluation of the existing internal con­
trol as a basis for reliance thereon and for the determination of the resultant 
extent of the tests to which auditing procedures are to be restricted.”
1 See references a t en d  of th is ch ap te r.
* R e p ro d u ced  in  fu ll as A p p en d ix  A of C h a p te r  13.
A m erican  In s titu te  of A ccountan ts  
C opyrigh t 1953
1
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T h is  p rop osa l, am on g  others w h ich  w ere co n ta in ed  in  a sp ec ia l report * 
by the co m m ittee  on  a u d it in g  p rocedu re, w as ap p roved  an d  a d op ted  by 
the m em b ersh ip  o f  the A m erican  In stitu te  o f  A ccou n tan ts at its m ee tin g  
o f S ep tem b er 1948.
T h e  In s titu te ’s co m m ittee  on  a u d it in g  p roced ure evo lv ed  from  e x ­
p erien ce  and  d iscu ssion  a reco m m en d a tio n  to  d e le te  any d irect refer­
en ce to the rev iew  o f  in tern a l co n tro l in  the so-ca lled  “scop e” paragraph  
o f the a u d ito r ’s short form  of report. A ccord in g ly , the p er tin en t para­
grap h  was ch an ged  to read:
“O u r  e x a m in a tio n  was m ad e  in  acco rd an ce  w ith  g e n era lly  accep ted  a u d it in g  
s ta n d ard s , a n d  acco rd in g ly  in c lu d e d  such  tests o f th e  a c c o u n tin g  reco rd s a n d  
such  o th e r  a u d it in g  p ro c ed u re s  as we co n sid e red  necessary  in  th e  c ircu m ­
stan ces.”
T h is  form  has b een  q u ite  g en era lly  a d op ted  by the profession .
A n  au d itor , s ig n in g  a certificate in  w h ich  th is “scop e” paragraph  ap ­
pears, w o u ld  b e  se ttin g  forth  th at h e  h ad  m ad e a p rop er study an d  
ev a lu a tio n  o f  the ex is tin g  in tern a l con tro l.
A ll th is raises the q u estio n  as to  ju st w h a t is m ea n t by in tern a l con tro l.
THE MEANING OF INTERNAL CONTROL
The Basic Characteristics of Internal Control
In  1905, L aw ren ce R . D ic k s e e 2  referred  to “g en era l system  o f  in tern a l 
ch eck ” in  part as fo llow s;
“T h is  is a m a tte r  th a t  m ay  very p ro fita b ly  en gage  th e  c a re fu l a tte n tio n  of 
th e  A u d ito r , fo r  n o t  o n ly  w ill a  p ro p e r  system  o f in te rn a l  check  f re q u e n tly  
o b v ia te  th e  necessity  o f a d e ta ile d  a u d it ,  b u t  it  fu r th e r  possesses th e  im ­
p o r ta n t  a d v an tag e  o f cau s in g  an y  ir re g u la r it ie s  to  be  c o rrec ted  a t  o n c e ,  in ­
s te ad  o f c o n tin u in g  u n t i l  th e  n e x t  v is it o f th e  A u d ito r , w h ich  — ev en  in  the  
case o f a  c o n tin u o u s  a u d it  — is c learly  a c o n s id e ra tio n  . . .  I n  d ev is in g  any  
system  o f in te rn a l  check, th e re  a re  th re e  m a tte rs  to  be  spec ia lly  b o rn e  in  
m in d ; first, th e  p e rso n  in  charge  o f th e  cash  sh o u ld  n e v e r be  in  charg e  o f any  
L ed g er, or, a t  least, o f an y  In d iv id u a l  L ed g er; secondly , each  se p a ra te  L ed g er 
sh o u ld  b e  m ad e  se lf-balanc ing , o r  sh o u ld  be  so a r ra n g e d  th a t  it  c an  be se p a r­
a te ly  b a la n ce d , a n d  w h e re  th is  is fo r  an y  re a so n  n o t  a lto g e th e r  p ra c tic a b le , 
i t  is a b so lu te ly  essen tia l th a t  those  L edgers w h ich  are  n o t  checked  in  d e ta il 
sh o u ld  be  so a rra n g e d  th a t  they  m ay  be  co llective ly  b a la n c e d  se p a ra te ly  fro m  
those  L ed g ers  th a t  are; th ird ly , w h e re  th e  In d iv id u a l  L edgers a re  n u m ero u s  
a n d  are  n o t  checked  in  d e ta il  by  th e  A u d ito r , th e  clerks in  charge  sh o u ld  be  
f re q u e n tly  c h an g e d  a b o u t, so th a t  if  th e re  is an y  ir re g u la r ity  it  is im possib le  
fo r  i t  to  re m a in  lo n g  u n d e te c te d  w ith o u t  im p lic a tin g  th e  w h o le  staff. W ith  a 
system  o f  acco u n ts  a r ra n g e d  u p o n  these  lines, a  d e ta i le d  a u d it  is f re q u e n tly  
n o t necessary  in  its e n tire ty ; b u t  it  is alw ays d es irab le  th a t  th e  A u d ito r  sh o u ld
* This special report entitled “Internal Control” was published by the American 
Institute of Accountants in 1949 and is reproduced in full as Appendix A of this 
chapter.
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satisfy himself that the system has actually been carried out as originally de­
signed, and sections of the work should be fu lly checked at unexpected  
times.”
Mr. Dicksee’s concept of interna] control thus included three elements: 
division of duties, use of bookkeeping proofs and rotation of personnel. 
A much broader concept exists today. This broad, modern concept of in ­
ternal control has been described by the committee on auditing procedure 
in the following manner:
‘‘Internal control comprises the plan of organization and all of the co­
ordinate methods and measures adopted within a business to safeguard its 
assets, check the accuracy and reliability of its accounting data, promote 
operational efficiency, and encourage adherence to prescribed managerial 
policies.”
In its report on ‘‘Internal Control,” the committee on auditing pro­
cedure suggests four essential characteristics of internal control. These 
are:
1. There should be a simple flexible plan of organization which 
provides appropriate division of authorities and responsibilities for 
the activities of the enterprise. This requires organizational inde­
pendence between operational, custodial and accounting (including 
internal auditing) departments. T he basis for this organizational 
independence in the plan rests on the premise that no departm ent 
should control the accounting records relating to its own operation.
On the other hand, the accounting departm ent should not have 
operational or custodianship functions, but should confine its inter­
ests and activities to the accurate recording of data, with its attend­
ant checks on authorizations and adherence to controls, and the 
presentation to management of such reports and analyses as are 
required by it to control adequately the operation of the enterprise.*
2. T here should be a system of authorization and recording pro­
cedures adequate to provide reasonable accounting control over 
assets, liabilities, revenues and expenses. Accounting and procedure 
manuals and appropriate records and forms furnish the plan of in­
ternal control.
3. Sound practices must be employed in giving effect to the plan 
of internal control if the plan is to result in efficiency of operation. 
This usually involves a division of duties so that no one person will 
handle a transaction completely from beginning to end. T he person 
authorizing or initiating a transaction should have no part in re­
cording it or in accounting for the stewardship of the assets. By 
such division, an automatic check of the accuracy of the work is 
provided and the possibility of errors or fraud being detected 
promptly is substantially enhanced.
4. T he quality of the personnel should be commensurate with 
their responsibilities. A properly functioning system of internal
* As shown by one of the organization charts presented in Appendix A of this Chap­
ter, the internal audit function may be incorporated into the sphere of the controller. 
This is generally considered satisfactory, assuming independence of the accounting and 
auditing function at the next lower level.
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control depends not only on effective organization planning and the 
adequacy of the procedures and practices, but also upon the selec­
tion of officers and departm ent heads of ability and experience, and 
of operating personnel capable of carrying out prescribed pro­
cedures in an efficient and economical manner.
Internal Control as Viewed by Public Accountants
Many public accountants believe there is a distinct difference between 
internal control as defined broadly from the standpoint of its general use 
by business organizations and as defined by public accountants from the 
standpoint of their review of internal control on auditing engagements. 
This was shown by analysis of responses to a survey questionnaire which 
was submitted to over one hundred accounting firms.
Of the large and medium-sized firms that responded, over 75% reported 
that their review of internal control dealt only with business controls 
which were exercised through accounting procedures and methods. Less 
than 25% of the large and medium-sized firms reported that they ex­
tended their review of internal control beyond the financial and account­
ing departments to include such matters as:
1. Budgetary control.
2. Standard costs.
3. Periodic operating reports.
4. Personal training programs.
5. Internal auditing.
6. T im e and m otion studies.
In  part, these responses indicate that public accountants restrict their 
review of internal control to matters concerning the expression of an 
opinion on financial statements. T im e and motion studies, for example, 
are business controls which have little direct bearing on determ ining the 
fairness of the financial statements. T he responses also indicate a con­
fusion in definitions. I t  should not be concluded that public accountants 
ignore all the broader aspects of internal control methods. Instead it 
would appear that such matters as the review of budgetary control and 
standard costs are dealt with as a problem which is separate and distinct 
from the review of internal control.
T he answers of the small accounting firms which responded to the 
questionnaire showed a 50-50 division between use of the narrow and 
broad concepts of internal control. This greater acceptance of the broad 
definition of internal control by the small firms may be explained in 
several ways.
One explanation is that from the narrow point of view there can be 
relatively little internal control in small businesses. This forces the pub­
lic accountant into a broader viewpoint. Another explanation is that an 
auditor of a small business usually does more than render an opinion on 
financial statements. Small clients often expect the auditor to serve as a
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general business consultant and this, too, forces the auditor to adopt a 
broader viewpoint.
A summary of the views of practicing public accountants might be ex­
pressed in this manner: the broad definition of internal control is gen­
erally recognized and understood. However, public accountants are 
directly concerned only with those aspects of internal control which relate 
to their own functions and responsibilities. W hen the public accountant 
is concerned solely with expressing an opinion on the fairness of the 
financial statements, his concern with internal control can be somewhat 
narrowed.
AUDITORS' RESPONSIBILITY FOR 
REVIEW AND REPORT ON INTERNAL CONTROL
W hen a public accountant issues an unqualified short-form report he 
implies that he has made a proper study and evaluation of the existing 
internal control as a basis for reliance thereon. T he results of such study 
influence “both his selection of the appropriate auditing procedures and 
his determ ination of the extent of the tests to which such procedures are 
restricted.” Does an unqualified report also indicate that the auditor 
approves the system of internal control?
Recognition of the importance of internal control has led some ac­
countants to argue that weaknesses in internal control should be disclosed 
in an auditor’s report. They further argue that an unqualified report 
should be rendered only if the system of internal control is satisfactory. 
Disturbing questions are thus raised as to the auditor’s responsibility in 
regard to internal control and as to the standards to be used in appraising 
internal control.
It appears from Statement on Auditing Procedure No. 1 3 and the re­
port on A uditing Standards issued by the Institu te’s committee on 
auditing procedure1 that the prime purpose of the auditor’s review of 
internal check is to perm it him  to ascertain the extent to which he is en­
titled to rely on it in determining the scope of his examination. In  its 
special report on internal control, the Institute points out that the client 
“should” be advised of observed weaknesses in internal control and that 
the auditor “may” recommend possible corrective measures.
Replies to the Institu te’s recent questionnaires indicate the reactions of 
practicing public accountants to many questions developed around the 
responsibility of the auditor to disclose internal control weaknesses.
W hile there seems to be general agreement that deficiencies in control 
should be reported to the client, very few of the accountants who replied 
to the questionnaire believed they had any responsibility to disclose such 
deficiencies in an audit report. T he replies on the questionnaire appear 
to indicate that most practicing accountants hold the belief that accept­
ance of an added responsibility to disclose weaknesses in an audit report
5
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w o u ld  n o t serve the in terests o f e ith er  the p u b lic  or the c lien t. H ow ever, 
the rep lies in d ica ted  th at the p ra ctitio n ers’ v iew s in  this respect m ig h t be  
d ifferen t if:
1. D efin ite  s ta n d a rd s  w ere  to  be  evo lved  fo r th e  a u d ito rs ’ rev iew  of in te rn a l  
co n tro l; o r
2. Specific types o f  defic iencies w ere  e stab lish ed  as b e in g  so s ig n ifican t as to  
m ak e  im possib le  an  ex p ress io n  o f o p in io n  as to  th e  fa irn ess  o f fin an c ia l 
s ta tem en ts .
In  The Journal of Accountancy o f M ay 1950, the A u d it in g  P ractice  
F oru m  co n ta in ed  a section  on  d isclosure o f the effectiveness o f in tern a l  
co n tro l in  a u d it reports. R eferen ce  w as m ade to a q u estio n n a ire  prepared  
by the C ontro llers In stitu te  o f A m erica  an d  d istr ib u ted  to m em bers o f its 
co m m ittee  o n  tech n ica l in fo rm a tio n  and research. T h e  q u estio n n a ire  
rep lies  in d ica ted  th at m any  con tro llers b e liev ed  the p u b lic  accoun tants  
sh o u ld  com m en t o n  in tern a l con tro l in  an n u a l reports or certificates. 
A fter  o ther references to the C on tro llers’ q u estio n n a ire , C arm an B lo u g h  
m ade ed ito r ia l com m en ts4 as fo llow s:
“ F ro m  th e  fo rego ing , it  seem s a p p a re n t  th a t  m an y  a cc o u n tin g  officers of 
business o rg a n iz a tio n s  b e liev e  p u b lic  a cc o u n ta n ts  can  a n d  sh o u ld  e x p a n d  
th e ir  re p o rts  to  express a n  o p in io n  o n  th e  effectiveness of in te rn a l  co n tro l. 
W e are  in c lin e d  to  ag ree  w ith  th em  as to  th e  v a lu e  o f an  a c c o u n ta n t’s o p in ­
io n  in  th a t  re sp ec t to  those  co n ce rn ed  w ith  th e  m a n a g e m e n t of th e  co m pany . 
H o w e \e r . we d o u b t th a t  it  is a m a tte r  w h ich  sh o u ld  o rd in a r ily  be  b ro u g h t 
to  th e  a tte n tio n  of those  o u ts id e  th e  m an a g em e n t. I t  is se ldom  a m a tte r  
w h ich  can  be d e a lt  w ith  a d eq u a te ly  w ith o u t  c o n sid e rab le  e x p la n a tio n , a n d  
is a m a tte r  w h ich  re la te s  p r im a rily  to  th e  m a n a g e m e n t fu n c tio n . I t  seem s to  
us, th e re fo re , th a t  it is a n  a p p ro p r ia te  su b je c t fo r  in c lu s io n  in  a d e ta ile d , 
long-fo rm  re p o rt ,  o r fo r a spec ia l m e m o ra n d u m  fo r  th e  use o f th e  m an a g e ­
m e n t o r b o a rd  of d irec to rs , b u t  i t  is n o t  g e n e ra lly  a n  a p p ro p r ia te  su b jec t 
fo r  c o m m en t in  th e  sh o rt-fo rm  re p o r t  o r  certifica te .”
R eferr in g  again  to the In stitu te  q u estio n n a ire  used  for th is chapter, 
ab o u t 50%  o f the p ractition ers w h o  rep lied  said  th at they report a ll d e­
ficiencies to the c lien t im m ed ia te ly  on  d iscovery, w h ile  50%, report 
im m ed ia te ly  on ly  those d eficien cies w h ich  are con sid ered  sign ifican t as 
to the fo rm u la tio n  o f an o p in io n . O f the reports so rendered , 55%  are 
verba l and  o f the b alance, co n sistin g  o f w ritten  reports, 68%  re la ted  on ly  
to  sign ifican t d eficiencies.
It is the practice o f som e accoun tants, as ev id en ced  by rep lies to the  
q u estio n n a ire , to rend er separate w ritten  reports on  con tro l defic ien cies  
u p o n  co n clu sio n  o f an en gagem en t.
O n e-th ird  o f the accou n tan ts w ho expressed  o p in io n s  stated  that th ey 
b e liev e  that d efin ite  com m en t o n  d eficien cies and a sta tem ent o f ju d g m en t  
as to  the effectiveness o f in tern a l con tro l are ap p rop ria te  for in c lu sio n  in 
a u d it  reports. H ow ever, less than  on e-h a lf o f these accoun tants favor in ­
c lu d in g  such com m en t or s ta tem en t in  the short-form  report or certificate.
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DETERMINING AND RECORDING THE DEGREE OF INTERNAL CONTROL
While it is the primary responsibility of management to establish and 
enforce internal control, the extent to which such measures exist and are 
carried out is of great importance to the CPA who is called upon to 
express an opinion on the financial statements of an enterprise.
In selecting and applying his auditing procedures, the independent 
CPA is justified in relying to a considerable degree on the effectiveness 
of the internal control within the client’s organization. It appears, there­
fore, to be the duty of the auditor to review the internal control and to 
determine the extent to which he may rely upon it. As a result of this 
review, he may extend his investigations, or restrict them.
W hat are some of the forms of approach to the review to determine the 
degree of the internal control and the extent to which it may be relied 
upon?
Formal v. Informal Approach
It appears from a sampling that large CPA firms are about equally 
divided in their opinions and practices relative to the use of a formal ap­
proach to the survey and review of existing internal control, as distin­
guished from an informal approach. T he preponderance of reported 
practice of small and medium-sized CPA firms is the use of informal 
methods, with more firms of these types placing full reliance on the abil­
ity of the accountant in charge and on his field assistants to make an 
appropriate and adequate survey and review without formal procedures. 
On the other hand, in some instances, it appears to be customary simply 
for the principal or supervisor to give oral instructions to the accountant 
in charge.
Under certain conditions, w ithout doubt, firms using a formal standard­
ized approach might deviate measurably from the basic nature or content 
of such approach. This would be true in the case of smaller clients with 
little or no internal control, or where a comprehensive study would not be 
indicated. In  cases of special engagements, when the basic feature was 
examination of internal control and a particu larly intensive study of the 
control was essential, the usual form of standardized approach would be 
expanded materially. In connection with regular engagements where the 
client is engaged in a special type of enterprise which requires additional 
consideration of various unusual features peculiar to the industry, the 
usual approach to the survey and review would probably be modified. In 
cases of repetitive audits, familiarity with the client’s records and proced­
ures would definitely place less emphasis on the standard approach to sur­
vey and review of internal control. Of all the possible present reasons for 
deviation from the formal standardized form of approach to the informal 
survey and review of internal control probably the one occurring most 
frequently would be that the concern was too small and had no elaborate 
system of internal control.
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T here are two principal procedures for determ ining the existence and 
extent of controls: asking questions, and observing. Since these pro­
cedures also are general auditing procedures, it is clear that internal con­
trol can to some extent be reviewed as an integral phase of the audit. In  
fact, every auditing procedure should be recognized as contributing to 
the auditor’s knowledge of the system of internal control.
An auditor may conduct a large part of his investigation of internal 
control at interim  dates. Special investigations of internal control may 
occasionally be made entirely apart from any audit. W hether as a 
separate investigation or as a component part of an audit, however, 
an auditor must have some orderly approach to his review of internal 
control.
A formal record of the extent and findings of an internal control investi­
gation has many uses. I t  can serve as a defense in a law suit brought 
against the firm. It can serve as a basis for review by a partner of a 
staff accountant’s work. It can serve as an organized summary to be 
studied in determ ining the extent of auditing tests to use. Several ap­
proaches to the investigation of internal control which are used in 
practice are next described. In reading the descriptions, the public ac­
countant should bear in m ind that there are numerous possible variations 
of each approach and that the approaches may be used in combination 
rather than singly.
The Questionnaire Approach
An internal control questionnaire is a carefully compiled and rather 
comprehensive series of questions relating to internal control. An ex­
ample will be found in the AIA’s Case Study No. 1,5 which is reproduced 
in part as Appendix B to this chapter and a complete questionnaire used 
by one firm of CPAs is also presented in Appendix C.
It has been found desirable by some accounting firms to submit the 
questionnaire to the chief accounting officer of a client and have him 
answer all the questions. T he questionnaire is then turned over to the 
accountant in charge of the audit, so that he and his assistants may make 
observations and tests to determine whether the methods and practices 
indicated by the officer are actually in use and are adequate.
T he questionnaire form of approach is particularly favored by large 
accounting firms. Many of those who use it believe it is adaptable to 
practically all engagements and that it is flexible enough to establish 
most of the characteristics of a client’s accounting system. They believe 
the questionnaire approach is economical of an auditor’s time.
W hile some consider it advantageous that the questionnaire informs 
the accountant in charge definitely how far he should go and that it thus 
enforces uniformity of approach by the other members of the staff, this is 
considered by some to be a possible disadvantage. T he questionnaire 
form offers an opportunity for a saving of time as the accountant does not
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have to reconstruct his internal control program on each engagement. 
One proponent and user of the questionnaire form considers that it 
appears to a client as a necessary part of the regular audit procedure, 
whereas, w ithout a questionnaire, the client might assume he is being 
“investigated” or that the auditor is exceeding the scope of normal audit­
ing procedures. T he use of the questionnaire form in other instances has 
perm itted the orderly disclosure of serious defects which, when necessary, 
were referred for special investigation. W here the use of the question­
naire is part of the formal standardized procedure, some consider that 
it makes the accountant in charge think specifically about internal control 
and points up to him  the changes from prior years.
Some dislike the questionnaire form because they consider the questions 
are often too general to be of real value in a particular situation. Others 
believe that the questions unduly suggest the answers and that in addition 
the accountant may not go sufficiently beyond the limits of the given 
questions.
In  actual practice, accountants who use a formalized, standardized 
approach to the survey and review of existing internal control, more par­
ticularly the questionnaire form, may use variations in certain cases. For 
specialized businesses, special questionnaires are often prepared. To 
assist in the proper use of the questionnaires, specific instructions relative 
thereto are issued and revised periodically. On recurring engagements, 
the questionnaires may in some instances provide for a review and brief 
report on the completed questionnaire that was prepared in connection 
with the initial engagement. For use in an im portant recurring engage­
ment, a new individual questionnaire may be prepared.
W ith the proper am ount of ingenuity it may be possible to frame the 
questions so that positive answers will indicate good control, and nega­
tive answers poor control. This facilitates review of the questionnaire.
Oral or written instructions relative to the use of the questionnaires 
may require that all questions be answered or, when they are not appli­
cable, that it be so stated. Instructions may further include the require­
ment that negative answers, where necessary, must be coupled with a 
supplemental statement; for example, a statement that a specified alter­
native procedure by the client gives an adequate degree of control.
T he questionnaire may be divided into major sections, similar to the 
major divisions of the audit program, and each section assigned to the 
field assistant handling the related classification of the audit program. 
Provision in the questionnaire, following the questions, may be made for 
the accountant to indicate that he verified the correctness of answers either 
by observation or test.
It would seem to be desirable that the questionnaire be signed by the 
accountant in charge of the engagement, and where the questionnaire is 
divided into sections, also be signed as to each section by the field assistant 
completing it. Likewise, it seems desirable that space be provided at the
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end of each questionnaire and at the end of each section, where it is 
subdivided, for specific notations as to the adequacy or inadequacy of the 
system.
At the completion of the questionnaire, and after review by the part­
ner or supervisor in charge, it may be filed with working papers of the 
engagement or in the client’s perm anent file for future review.
Checklist (Reminder List) Approach
An internal control checklist is a more or less detailed enumeration 
of the methods and practices which characterize good internal control. 
Its purpose is to guide an auditor in his review of internal control, and 
it may be supplemented by instructions as to the inquiries and observa­
tions to be made by the auditor.
One of the most obvious and distinct advantages of the checklist ap­
proach is that it avoids the tem ptation to answer questions in a per­
functory way, yet it gives the staff man a useful framework w ithin which 
to make his review. T he checklist form has been found to be a conven­
ient and time-saving approach to the construction of individual audit 
programs and also in connection with the construction of internal control 
questionnaires specifically adapted to one client.
Any attem pt to tabulate distinct disadvantages in the use of a checklist 
form should probably include the following:
1. It does not usually provide a record of the auditor’s findings; it is purely a 
guide to the review of internal control, whereas a questionnaire is both a 
guide to the investigation and a record of the findings.
2. It may be unnecessary or impracticable for review of internal control in a 
small organization.
3. A general checklist may be inadequate for any enterprise of a special nature 
or one with unusual features.
4. It is likely that staff men will go to varying extremes in reviewing internal 
control and in recording the findings of their reviews. This is a serious ad­
ministrative disadvantage in firms with large staffs.
5. Like a questionnaire, it may dull the initiative and resourcefulness of the 
accountant if it is too detailed.
6. It is considered by some to be inconclusive as an audit technique.
Accounting Record Approach
A  list of the client’s accounting records or a copy of the client’s account­
ing manual may serve as the starting point for the review of internal con­
trol. Three variations of this approach may be described as follows:
1. Obtaining a list of the client’s accounting records, together with the names 
of those responsible for keeping (and auditing) them, a list of persons re­
sponsible as custodians of valuable assets, and a list indicating origins of ac­
counting documents representing first records of incoming or outgoing 
assets: and then cross-checking such lists with special reference to those 
named and the organizational and other relationships between them.
2. Securing a list of employees and their duties, and scrutinizing these in rela­
tion to the operations and records from the standpoint of control.
3. Reviewing accounting manuals and other instructions.
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T he principal advantage of the accounting record approach is that 
this approach is inevitably individual for each client. Some accountants 
consider that this approach acts to stimulate rather than to brake the 
imagination of the accountant in charge.
I t  may be that, in certain cases, the client enjoys explaining his pro­
cedures and methods and after oral questioning can himself see short­
comings, with the result that recommendations can be made at once 
easily and tactfully.
Nevertheless, there are some possible disadvantages in the accounting 
record method. It may tend to obscure the objective and unduly prolong 
the inquiries w ithout increasing the effectiveness of the examination. 
Some accountants believe this is likely in the case of larger engagements. 
It is the opinion of other accountants that the accounting records usually 
do not contain complete data for control purposes and thus the method 
is inadequate. Some, recognizing this factor of incompleteness in itself, 
suggest the use of the accounting record approach in conjunction with 
other methods.
Organization Chart Approach
A  study of the client’s organization chart, plus other data in the ac­
countant’s perm anent file for the client, is considered helpful by some 
accountants in guiding the review of internal control. I t must, however, 
be prepared in sufficient detail to show not only departments, and divi­
sions of departments, but also the special functions of many individuals. 
Some accountants are of the opinion that the organization chart approach 
is useless unless the chart is prepared specially for the auditor’s purpose 
and that even then it is often too time-consuming.
Narrative Description Approach
T here will probably be general agreement among accountants that the 
narrative description approach is particularly well suited for engagements 
involving small-sized businesses where internal control is weak or very 
limited. One possible disadvantage of the narrative form may be the 
difficulty of checking several pages of narrative notes to see that all control 
features have been adequately covered. This disadvantage can be m ini­
mized, however, if sufficient care and thought are given to the preparation 
of the narrative notes. T he accounting firm’s requirements would have 
some bearing on the extent of the narrative notes. For instance, it might 
be the policy of one firm to require the accountant to comment only on 
his discovery of serious shortcomings in effective control, while another 
firm might require a full disclosure of the nature and coverage of the 
accountant’s study.
It appears to be the policy of some firms to require the accountant in 
charge to record clearly in his working papers that he has been constantly
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alert to find specific instances of inadequate control, while requiring in 
narrative form only an explanation of any serious shortcomings in effec­
tive control. Appendix D contains sections of Case Studies in Auditing 
Procedure No. 5. W hile the m aterial may not have been prepared in it­
ially in narrative form, it illustrates the completeness with which internal 
control may be described.
Procedural Flow Charts Approach
In  the Institu te’s report on Internal Control (Appendix A) a section 
was devoted to graphic representations of internal control. In  that sec­
tion, procedural flow charts are shown in relation to organization charts 
to portray the control obtained through segregation of functional re­
sponsibility. T he flow charts cover sales, accounts receivable, cash re­
ceipts, purchases, cash disbursements and payroll.
T he preparation of a series of procedural flow charts by accountants 
in connection with determ ining the degree of internal control appears to 
be practiced only occasionally, and then to a greater extent by small 
accounting firms than by either medium-sized or large firms. In cases 
where the work of the accountant includes revision of an existing ac­
counting system it is generally agreed that procedural flow charts can be 
particularly valuable. In  other instances, procedural flow charts have a 
special m erit when it is felt that the record of the study of internal con­
trol must be tied up to the flow of assets and the corresponding pattern 
of recorded charges and discharges.
One disadvantage in the use of flow charts is the unfamiliarity of many 
accountants with graphic methods. O ther possible disadvantages in the 
use of procedural flow charts is the necessity for frequent redrafting even 
for m inor changes in a client’s procedure. Also, it is a fact that these 
charts emphasize regular and recurrent procedures and often fail to reveal 
exceptions, whereas in auditing the exceptions usually are of importance.
Combination of Approaches
T here are several combinations of approaches to the subject of sur­
vey and review of internal control, some of which have already been sug­
gested in the discussion of the individual approaches. Two combinations 
sufficiently im portant to warrant some consideration are the following:
1. Combination of the internal control questionnaire with the audit program.
2. Combination of a fairly short general questionnaire to be filled in at the 
start of an engagement; lists furnished by the client of procedures, records, 
record keepers and custodians; and classified checklists or questionnaires 
relating to separate sections of the audit and used as a basis for a running 
record during the progress of the engagement.
T he combination of the internal control questionnaire and the audit 
program stresses the relationship of internal control review to normal
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auditing procedures and the latter, directly or indirectly, can be used as 
part of the process of internal control review.
General Instructions Issued to the Accountant in Charge
T he question arises as to whether it is necessary or desirable to issue 
general instructions for internal control review of every engagement. A 
competent accountant perhaps should not need these instructions re­
peated for every job. Where an audit m anual is in use a section therein 
could very well be devoted to a definition of internal control and general 
instructions with regard to surveys and reviews of internal control. T he 
m anual might state that the accountant in charge is requested on every 
engagement to express a definite opinion as to the adequacy of internal 
control and to comment specifically upon significantly defective aspects. 
T he m anual might also caution the accountant in charge not to lim it 
himself inflexibly to the exact steps in the approach used for a particular 
assignment.
If no audit manual is in use, it would be desirable that, either in oral 
conference or in written memoranda, the attention of the accountant in 
charge be directed toward the survey and review of internal control with 
suggestions as to the proper form of approach thereto for the engagement 
being discussed.
Regardless of the choice of the form of approach to the survey or 
the m atter of oral or written instructions to the accountant in charge, 
there is general agreement that the accountant in charge must form and 
express a definite opinion as to the adequacy or inadequacy of internal 
control in all financial statement examinations.
Summary of Approaches
T he advantages and disadvantages of the various approaches to the 
survey and review of internal control which have been presented in the 
preceding paragraphs are im portant only for the fact that they do submit 
for analysis and study the alternative procedural mechanisms which may 
be used. It should be recognized that these approaches are simply pro­
cedural mechanisms and that in the final analysis the skilled observation 
powers and accounting judgm ent of the staff men making the review are 
the most im portant factors in a satisfactory review of internal control. 
This raises a question as to the training, experience or ability of the in­
dividual auditor to appraise properly the internal control plan or the 
practices employed in giving effect to the plan. Deficiencies in these re­
spects should be recognized when selecting a medium of review and study 
of the system of internal control.
Extent of Internal Control Investigations
On initial engagements, the review of internal control must be most 
extensive. On recurring audits an accountant has a choice of several ap­
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proaches to the investigation of internal control. He may choose:
1. To cover the entire range of internal control on each examination in a 
uniformly detailed way.
2. To cover only certain phases on each examination in a detailed way and 
provide full detailed coverage only over a period of years.
3. To omit some phases entirely on occasion.
4. Where full coverage is not made on every audit, to cover fully on each audit 
the review of controls relating directly to the principal accounting records.
I t  is reasonable to suppose that choice No. 2 would be the most popular 
with accountants generally.
It being one of the basic purposes of the study of internal control to 
enable the auditor to formulate a judgm ent as to the degree of reliance 
to be placed on the internal control and to adjust his audit procedures 
accordingly, there will come a point in the review when the auditor must 
decide what auditing procedure must be applied. This will be particu­
larly im portant when specific evidence of poor or weak control has been 
uncovered by the review. There seems to be about an equal division of 
opinion on this question. Some would apply broader procedures in gen­
eral to the audit, while others would apply broader procedures only in 
respect to such phases as to which the auditor has developed evidence of 
poor or weak control.
Another question which will arise in some investigations of internal 
control will be the extent of reliance to be placed on the activities of the 
internal auditing staff of the client. There seems to be no doubt that 
the activities of the internal auditing staff are not a substitute for the 
examination and supervision by the independent certified public accoun­
tant. They are, however, an element of internal control and should be 
considered in determ ining the nature and extent of the auditing pro­
cedures of the independent accountant.
EXTENT OF RELIANCE ON INTERNAL CONTROL
Is it possible to establish a specific rule to determine the degree to 
which an accountant may rely on any internal control? It is quite prob­
able that most accountants would answer that question with an emphatic 
“No.” However, they might unite in asserting that the personal judg­
m ent of the accountant is the most im portant factor in determ ining the 
degree to which reliance could be placed on internal control.
An attem pt to apply the specific rule basis appears in Case Study In 
Internal Control No. 15  in the instructions for the use of the question­
naire. T he following is quoted from the instructions:
“The questions have been so devised that an affirmative answer would in­
dicate a satisfactory degree of internal control. Negative answers should 
influence the examiner to consider whether, in order to make the question­
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naire as informative as possible, such negative answers should be amplified 
or the related questions covered by a supplemental statement. For example, 
it may be that a negative answer should be coupled with a statement to the 
effect that some alternative procedure followed by the client has the same 
degree of adequate control in the circumstances.”
T he following section of the same instructions for the internal control 
questionnaire goes on as follows:
. . . “The answering of the question does not complete the investigation of 
the system of internal control; the accountant in charge must satisfy himself, 
by observation and/or test-check, that the procedures indicated by the an­
swers are being carried out in practice.”
This reference to “test-check” raises the question of the average am ount 
of required checking during the course of a regular engagement to prove 
the adequacy of control.
In Case Study In Internal Control No. 26 in reference to test-checking, 
appears the following;
“Such tests can be accomplished in a large measure at the same time that 
he (the staff member) makes tests of transactions as part of the regular 
audit work.”
Any attem pt to state the test-checking requirements to prove adequacy 
of control as a percentage of the total checking that would be required for 
a detailed audit probably would meet with unsatisfactory results. On the 
other hand, it m ight be safe to say that, in all probability, it wo uld be 
neither less than 10% nor more than 25% of the checking work that 
would normally be required for a detailed audit.
For the purpose of emphasizing the m atter of auditing to cover de­
ficiencies in control, the following excerpts are quoted from the “Codifi­
cation of Statements on Auditing Procedure,” * published by the Ameri­
can Institute of Accountants:7
“The well-established custom of making test-checks of accounting records 
and related data and, beyond that, relying upon the system of internal con­
trol after investigation, through appropriate checks, of its adequacy and 
effective functioning, has with very few exceptions proved sufficient for the 
purpose of expressing an opinion.
“The ordinary examination incident to the issuance of an opinion respecting 
financial statements is not designed and cannot be relied upon to disclose 
defalcations and other similar irregularities, although their discovery fre­
quently results. In a well-organized concern reliance for the detection of 
such irregularities is placed principally upon the maintenance of an ade­
quate system of accounting records with the appropriate internal con­
trol. If an auditor were to attempt to discover defalcations and similar 
irregularities he would have to extend his work to a point wh ere its costs 
would be prohibitive. It is generally recognized that good internal control 
and surety bonds provide protection much more cheaply. On the basis of
Reproduced in this Handbook as Appendix B of Chapter 13.
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his examination by tests and checks, made in the light of his review and 
tests of the system of internal control, the auditor relies upon the integrity 
of the client’s organization unless circumstances are such as to arouse his 
suspicion, in which case he must extend his procedure to determine whether 
or not such suspicions are justified.”
T he special report on Internal Control (Appendix A) states:
“It is worthy of repetition that the extent of sampling and testing should be 
based on the independent auditor’s judgment as to the effectiveness of 
internal control, arrived at as a result of investigation, tests and inquiries. 
Depending on his conclusions in this respect, the independent certified 
public accountant should extend or may restrict the degree of detailed 
examination.”
W here the suspicions of the auditor are aroused, or where his test check­
ing to prove the effectiveness of the internal control have indicated that it 
is inadequate, how far should he extend his audit procedures to determine 
whether or not his suspicions are justified? In  this instance, as in the 
attem pt to fix a rule definitely stating the amount of test checking neces­
sary to prove the effectiveness of internal control, it would be impossible 
to state to what extent, expressed as a percentage of a detailed audit, the 
checking process should be carried out to complete a satisfactory audit. It 
could conceivably run  as high as 50 - 75% of the total that would be re­
quired for a detailed audit and, in certain instances, might go consider­
ably higher.
Instances of weaknesses in internal control to such an extent that a fully 
detailed audit is required m ight occur. This would happen more fre­
quently on small engagements where a detailed audit is possible at less 
than prohibitive costs. T he cost of a detailed audit to the great majority 
of business enterprises would represent a cost which would pass all 
bounds of reasonable expectation of benefit or safeguard therefrom. In 
the absence of a satisfactory audit a formal opinion report should, of 
course, be denied.
A num ber of accountants were polled on their experiences with extend­
ing the checking procedures where this had been deemed necessary be­
cause of deficiencies or weaknesses in internal control. They were asked 
if substantial errors or frauds were revealed as a result of such extensions, 
and what was the frequency with which such errors or frauds were un­
covered in relation to the num ber of occasions on which such extensions 
of procedures were considered necessary. As might be expected, there was 
no set pattern in the replies. An optimistic note was found in one reply 
which stated that . . . ‘‘Fortunately, weaknesses in systems do not result 
generally in fraud.” It appears from an analysis and study of the replies 
that substantial errors were frequently found where weaknesses in in­
ternal control were apparent to such a degree that the auditing proced­
ures were extended quite materially. Frauds were rarely uncovered by the 
extended procedures.
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INTERNAL CONTROL IN SMALL BUSINESSES
Internal control has different characteristics and serves different pu r­
poses in small businesses than it does in large. It is clear that the smaller 
the business the less there can be a division of duties among the em­
ployees. It should also be noted that the smaller the business the more 
internal control is usually exercised by the owner himself for his own 
benefit. In  a large business, benefits extend to directors and stockholders 
who play no part in the exercising of controls.
Better than 90% of the public accountants who answered the question­
naire replied to this question in the affirmative: — “Is it your experience 
that even the smallest business organizations can have some useful ele­
ments of internal control?” Perhaps those who answered in the negative 
were thinking primarily of formal internal control as a basis for deter­
mining the extent of auditing tests. For this pu rpose, internal controls 
in a small business may not be useful. T he smaller the business, the 
more detailed an audit is likely to be necessary.
W hat specifically are the controls which may be found in small busi­
nesses? Replies to our questionnaire included the following:
1. Use of cash registers and other mechanical devices.
2. Employment of the double entry system of bookkeeping and the use of 
other proof techniques.
3. Preparation of monthly financial statements.
4. Review of monthly statements by the owner in the light of his intimate 
knowledge of the business and his expectations as to the results of opera­
tions.
5. Approval of payments, bad debt write-offs, and similar items, by the owner, 
deposit of cash receipts daily, and making payments by checks which must be 
signed by the owner.
6. Statistical information relative to units purchased, produced, sold and in 
inventory.
In  a paper presented at the M ountain States Accounting Conference in 
June 1952, Carman Blough in discussing internal control offered the 
following comments on internal control in a small business:
“The problem of control in a small company is seldom cause for the despair 
with which it is commonly regarded. However small the enterprise may be, 
some control exists and some of it is likely to be of superior quality, since 
owner-review is more dependable, and usually more acceptable from the 
audit viewpoint, than employee-review.
One large representative firm of accountants has an internal control ques­
tionnaire checklist of ten pages. If we run through the questions on that 
questionnaire in preparing for the audit of a small business, we shall be 
surprised to find how many of them can be answered “yes.” The proprietor 
should and frequently does receive and open the incoming mail. He ap­
proves the write-off of bad accounts. He approves vouchers for payment and 
signs the checks which pay those vouchers, as well as payroll checks. He 
knows the people who are on his payroll and the approximate rates of pay­
ment. He signs any notes payable. He may — and should — require that cash
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receipts be deposited intact and without delay, that duplicate deposit slips 
be prepared and that the person who handles his cash be bonded. His 
checks should be prenumbered and he may require that all blank checks 
and voided checks be accounted for and that the bank accounts be recon­
ciled regularly. His office equipment usually includes a check protector and 
he does not have to worry about protecting a mechanical check-signer. He 
may place limitations on the amount of checks which require only one 
signature. He examines vouchers submitted to him with checks for signature 
and may even use a punch or other device to prevent their re-use. He may 
forbid the drawing of checks to “cash” and may pay all employees by check. 
If he pays them with currency he may insist that receipts be obtained. 
Identification of employees presents no problems and he knows the date 
as of which an employee leaves. He is less susceptible to timeclock frauds 
than a larger concern would be, because absences and lateness are more 
easily noted.
He may, and usually does, establish an imprest cash fund and require that 
signed receipts be obtained for currency disbursements and that they be 
dated and descriptive. He examines these vouchers when he reimburses the 
petty cash fund. He is in a position to recognize an excessive petty cash 
fund.
This takes us through the first five pages of this particular questionnaire. 
The other five pages would undoubtedly yield other “yes” answers.
The controls on accounts receivable and merchandise are, to be sure, a 
serious weakness; but they would be much more serious if it were not for 
the fact that the proprietor’s personal receipt of the mail and his intimate 
knowledge of both production and sales provide top-level safeguards of 
great value. Unless the proprietor of a small business is very dull indeed or 
has had inadequate advice from his auditor, he protects himself from many 
hazards whose circumvention in a larger business is a much more compli­
cated task.”
Mr. Henry J. Lee 8 in discussing systems of internal control and their 
effect upon procedures in auditing medium and smaller-sized businesses, 
points out the desirability of getting a quick, over all, comprehensive 
picture of a smaller concern in advance of the audit. He suggests making 
use of surveys of the plant, the personnel and the records to discover 
relationships which aid in determining the existence, ownership, value 
and classification of data which the accounts should reflect. A suggested 
form for one phase of a record survey is shown on the opposite page. 
After having established these general relationships, Lee seeks to find 
specific control procedures which either safeguard the assets, check the 
accuracy and reliability of the accounting data, or encourage adherence 
to prescribed managerial policies.
Some of the fairly common specific procedures have been enumerated. 
Another one with m erit suggested by Lee in his discussion is the cash 
budget for a relatively short period, perhaps three months, which involves 
estimates of purchases, payrolls, expenses, sales, collections on accounts 
receivable, payments on accounts payable, miscellaneous receipts and 
payments. Several individuals would participate in the preparation of 
the estimates and it is Lee’s contention that operational efficiency would
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be promoted through the constant supervision and teamwork on the part 
of management. T he auditor could later check the estimates against 
actual results.
It is a fact that even quite small businesses, particularly those carrying 
on m anufacturing operations, prepare estimates of costs and in some cases 
operate simple but effective standard cost systems. These are certainly 
control procedures worthy of the attention of the auditor in planning his 
audit program. It m ight be said w ithout fear of contradiction that a 
properly functioning system of standard costs is one of the most effective 
internal control procedures available to business, large, medium or 
small.
However, there are real obstacles to internal control in small enter­
prises. T he principal obstacle which may be encountered is the inability 
of small business owners to understand the need for, or the benefits to be 
derived from, internal control. T he owner also may have erroneous 
ideas about the cost of internal control procedures in relation to benefits 
to be derived therefrom, or he may fear to offend employees by setting 
controls over them. Aversion to change also may be an obstacle.
From the auditor’s viewpoint, it is difficult to know whether the owner 
is actually exercising control in the broad sense or is merely “going 
through the motions.’’ In  the narrow sense, the use of proof techniques 
and mechanical devices are viewed by the auditor as making audits easier 
rather than as affecting the extent of the audit.
INTERNAL AUDITING
Internal auditing is part of internal control. T he following material 
on internal auditing is quoted from a Statement of the Responsibilities 
of the Internal Auditor,9 as prepared by the Institute of Internal Auditors, 
Inc. In this statement internal auditing is defined as:
. . . “The independent appraisal activity within an organization for the re­
view of accounting, financial, and other operations as a basis for protective 
and constructive service to management. It is a type of control which func­
tions by measuring and evaluating the effectiveness of all other types of 
control. It deals primarily with accounting and financial matters but it may 
also properly deal with matters of an operating nature.”
T he objectives and related activities of the internal auditor as set forth 
in the statement are of interest to the independent certified public ac­
countant. These are as follows:
“The over-all objective of internal auditing is to assist management in 
achieving the most efficient administration of the operations of the organiza­
tion. This total objective has two major phases, as follows:
1. The protection of the interests of the organization, including the pointing 
out of existing deficiencies to provide a basis for appropriate corrective
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action. The attainment of this objective involves such activities of the in­
ternal auditor as;
a. Ascertaining the degree of reliability of accounting and statistical data 
developed within the organization.
b. Ascertaining the extent to which company assets are properly accounted 
for and safeguarded from losses of all kinds.
c. Ascertaining the extent of compliance with established policies, plans, 
and procedures.
2. The furtherance of the interests of the organization, including the recom­
mendation of changes for the improvement of the various phases of the 
operations. The obtainment of this objective involves such activities of the 
internal auditor as:
a. Reviewing and appraising the policies and plans of the organization in 
the light of the related data and other evidence.
b. Reviewing and appraising the internal records and procedures of the 
organization in terms of their adequacy and effectiveness.
C. Reviewing and appraising performance under the policies, plans and 
procedures.” 9
T he statement further declares under the heading of “Independence,” 
that:
“Internal auditing should not include responsibilities for procedures which 
are essentially a part of the regular operations of a complete and adequate 
accounting system or of a properly organized operating department. In some 
instances management may assign current operating responsibilities to the 
internal auditing department, but in such cases the execution of the current 
operating responsibilities should be performed by separate personnel and 
be subjected to the same review and appraisal as is accorded other opera­
tions.”9
For those business enterprises large enough to warrant the operation of 
an internal audit departm ent, it certainly would be considered a potent 
factor in internal control, and a most valuable supplement to independent 
auditing. T he work of the internal audit staff should, therefore, be re­
viewed carefully by the independent certified public accountant as should 
all other aspects of internal control.
It is quite probable that many businesses needing, and capable of sup­
porting, an internal audit staff are operating w ithout such a staff. It 
would seem to be desirable for the independent accountant, where he 
finds that the nature and extent of a client’s business and organization 
w arrant it, to make a definite recommendation that an internal audit staff 
be organized.
W alter A. Staub, Dickinson lecturer, 1940-1941, had this to say on 
the subject of co-ordination of the work of the internal auditor with that 
of the independent auditor:
“Programs of co-ordination must be individually developed according to 
the particular needs and form of organization of different companies. A 
few general points may be mentioned for consideration when such a program 
of co-ordination is being formulated:
a. From the very nature of his work, the internal auditor will have a
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familiarity with the everyday routine and details of the business of 
which the independent auditor should avail himself, both by reviewing 
such formal reports as the internal auditor may make to his superiors 
and by conference on those matters arising in the course of the inde­
pendent examination concerning which the internal auditor should be 
able to give information;
b. In determining the scope and extent of the independent auditor’s ex­
amination, the field covered by the internal auditor and the apparent 
effectiveness — or otherwise — of his work should be considered by the 
former;
c. When a corporation has many branches and a number of factories 
spread over a wide geographical area, the independent auditor will not 
necessarily visit all of them every year. In such cases, the work of the 
internal auditor will supplement that of the independent auditor in 
respect of the points not visited in a particular year;
d. In some instances the internal auditor may, under the direction of the 
independent auditor, prepare analyses, schedules, and accounting ex­
hibits which the latter may require. This procedure may be considered 
as supplementary to the normal practice of having the accounting de­
partment prepare various schedules for use in the audit.”
The following tentative statement may well serve as a basis for a fur­
ther development of more definite principles as to co-ordination of the 
work of internal auditors with that of the independent auditor;
1. The internal and external auditing groups should retain their separate 
identities and staffs should not be merged even temporarily.
2. The independent public accountant should make adequate tests as to the 
effectiveness of the internal auditing unit as a basis for appropriate reliance 
on such work.
3. The independent public accountant should not commit himself in advance 
as to what accounts, activities or data he will review, or the extent of his
ASSISTING CLIENTS TO IMPROVE INTERNAL CONTROL
T he report on Internal Control contains the following recommenda­
tion:
“When the system of internal control is found to be unsatisfactory in some 
respects, the auditor should advise his client of such observed weaknesses in 
internal control so the client may take what action he deems appropriate.”
Questions which arise in this connection are as follows:
1. Should only significant deficiencies be reported?
2. Is it customary to report the deficiencies immediately upon discovery?
3. Should such a report be made orally, in writing, or in writing only as to 
significant deficiencies?
4. If deficiencies have been made the subject of prior oral or written special 
reports at the time of discovery, should they again be reported on in writing 
upon conclusion of the examination?
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5. If the answer to No. 4 is “Yes,” what written form will the report take — 
special letter, special memorandum or comments in the audit report?
In  answer to the questions propounded above, the comment of one 
firm of accountants should be of interest:
“Reporting on deficiencies in internal control must depend on the signifi­
cance of the deficiencies and the purposes of the examination. Unless the 
terms of the engagement require otherwise, deficiencies as to which audit pro­
cedures have compensated should not be included in a report made lor 
public purposes. A separate letter or report on such matters should, how­
ever, be directed to management.
“On the other hand, if the deficiencies were so great as to require a complete 
check of transactions, obviously any report made by the auditor should dis­
close the situation.”
T he divergent views of practitioners, as indicated by their question­
naire replies as to reporting deficiencies in controls, lead to the conclusion 
that many accountants do not agree with the opinion quoted that, based 
on the facts stated, “obviously any report made by the auditor should 
disclose the situation.”
In those instances where the accountant has decided to pass judgment 
on the effectiveness of the internal control to the client or perhaps only 
report the deficiencies therein, another comment in the Institu te’s report 
on Internal Control is pertinent. This statement is as follows:
“Where the ob,served weaknesses in internal control have resulted in the 
extension of audit procedures beyond the scope which otherwise would have 
been necessary, the client should be advised that the correction of those 
weaknesses would make it possible for the auditor to reduce the scope of 
his work.”
This is a very practical suggestion.
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INTERNAL CONTROL
One of the most im portant developments in public accountancy during 
recent years has been the constantly growing understanding by both m an­
agement and the public accountant of the complementary nature of their 
respective responsibilities and of their interdependence upon each other 
in discharging those responsibilities. This, together with the common 
desire for efficiency and for dependable accounting results, has fostered 
a high degree of collaboration between them to the advantage of both. 
In earlier periods the independent accountant frequently had to examine 
practically all transactions and make dozens of journal entries before 
reasonably accurate financial statements could be prepared. Under 
current conditions, in most engagements undertaken for the purpose of 
expressing his independent expert opinion upon the fairness of manage­
m ent’s representations, the public accountant expects the company’s 
accounting departm ent to produce financial statements and collateral 
accounting records which management is satisfied are proper, complete 
and free of m aterial error.
This analytical study, directed particularly to the consideration of the 
nature and characteristics of internal control and to the delineation of the 
respective spheres of interest and responsibility of management and the 
public accountant, was undertaken with the belief that the opportunities 
to achieve additional m utual benefits may be realized more fully by 
applying the same kind of collaboration further to the common problem 
of internal control.
Increasing Significance of Internal Control
T he constantly expanding recognition of the significance of internal 
control may be attributed to the following factors:
The scope and size of the business entity has increased to the point where 
its structural organization has become complex and widespread. To control 
operations effectively, management must depend on the reliability of numer­
ous reports and analyses.
The primary responsibility for safeguarding the assets of concerns and 
preventing and detecting errors and fraud rests on management. Maintenance 
of an adequate system of internal control is indispensable to a proper dis­
charge of that responsibility.
The protection which a properly functioning system of internal control 
affords against human weaknesses is of paramount importance. The check 
and review which is inherent in a good system of internal control reduces the
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possibility that errors or fraudulent attempts w ill remain undetected for any 
prolonged period and enables management to place greater confidence in the 
reliability of data.
It is impracticable for public accountants to make detailed audits of most 
com panies w ithin  economic fee lim itations. Furthermore, a subsequent 
exam ination cannot be regarded as a substitute for the exercise of proper 
controls in the actual handling of transactions.
Elements of a Properly Co-ordinated System
Internal control comprises the plan of organization and all of the co­
ordinate methods and measures adopted within a business to safeguard 
its assets, check the accuracy and reliability of its accounting data, pro­
mote operational efficiency, and encourage adherence to prescribed man­ 
agerial policies. This definition possibly is broader than the meaning 
sometimes attributed to the term. It recognizes that a “system” of internal 
control extends beyond those matters which relate directly to the func­
tions of the accounting and financial departments. Such a system might 
include budgetary control, standard costs, periodic operating reports, 
statistical analyses and the dissemination thereof, a training program 
designed to aid personnel in meeting their responsibilities, and an in­
ternal audit staff to provide additional assurance to management as to 
the adequacy of its outlined procedures and the extent to which they are 
being effectively carried out. It properly comprehends activities in other 
fields as, for example, time and motion studies which are of an engineer­
ing nature, and use of quality controls through a system of inspection 
which fundamentally is a production function.
What may be said to be the characteristics of a satisfactory system of 
internal control? Certainly, they would include:
A plan of organization which provides appropriate segregation of functional 
responsibilities,
A  system of authorization and record procedures adequate to provide reason­
able accounting control over assets, liabilities, revenues and expenses,
Sound practices to be followed in  performance of duties and functions of
each of the organizational departments, and
A  degree of quality of personnel commensurate with responsibilities.
These elements, as important as each is in its own right, are all so basic 
to proper internal control that serious deficiencies in any one normally 
would preclude successful operation of the system. For example, no plan 
of authorization and record procedures for accounting control may be 
considered adequate without personnel capable of performing the pro­
cedures designed to make such a system work, nor can one consider the 
practices followed in the performance of duties in the organizational de­
partments sound unless there is departmental independence so that re­
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sponsibilities can be placed and interdepartm ental controls enforced. In  
the following pages, each element is discussed separately, but to com­
prehend fully the significance of each, the reader must constantly bear in 
m ind the interrelationship of all the elements.
Plan of Organization
T he size and scope of the present-day enterprise is such that in most 
cases executive management can no longer exercise personal supervision 
over the conduct of operations. Under the circumstances the establish­
m ent of a suitable organizational structure is essential.
T he appropriate organizational structure will vary with the type of 
enterprise, its size, the extent to which its operations are geographically 
separated, the num ber of operating subsidiaries, if any, and other factors 
which may be peculiar to the particular enterprise. It is not our purpose 
here to discuss various types of organizational structure and the ad­
vantages or disadvantages of each. Generally, a satisfactory plan should 
be simple, to the extent that such simplicity is advantageous from an 
economy point of view; it should be flexible so that expansion or chang­
ing conditions would not materially disrupt or disorganize the existing 
arrangement; and it must lend itself to the establishment of clear lines of 
authority and responsibility. O ur concern here is mainly with the last 
objective.
O rganizational Independence of Departments
An im portant criterion as to the adequacy of any plan of organization 
is the extent to which it provides for organizational independence as 
between operating, custodian, and accounting (including internal audit­
ing) departments. Organizational independence does not imply the 
erection of any barriers preventing frequent consultation between de­
partm ents to devise means of smoothing the flow of work and increasing 
the over-all efficiency of operation. T he work of all departm ents must be 
closely integrated and co-ordinated and, to that end, co-operation is 
essential. T he basis for the separation rests on the premise that no de­
partm ent should control the accounting records relating to its own opera­
tions. It represents an extension at the departm ental level of the oft- 
repeated principle that no one person should control all phases of a 
transaction w ithout the intervention of some other person or persons who 
afford a cross-check. W ithout such a separation, the accounting records 
may be so m anipulated as to make the detection of errors and fraud ex­
tremely difficult, if not impossible.
Misrepresentations may arise where rewards for good performance are 
in the offing, particularly if such performance is being measured in part
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by adherence to set standards or budgets. For example, if the production 
departm ent recorded its own costs and certain operations were running 
over the prescribed standards, the production head could decide on his 
own initiative to allocate a portion of the cost to an operation running 
below the standard. T he same type of misrepresentation could likewise 
be readily made by reallocating budgeted expenses. By such action, it may 
appear from the reports of operation that an excellent job is being done 
and management, by relying on the data under such circumstances, may 
be misled. Prom pt revelation of the variances might properly have 
called for changes in both the production and sales policies of the com­
pany. An accounting department, independent of operations and with no 
direct interest in production other than the accurate recording of the cost 
data with its attendant checks on authorizations and adherence to con­
trols, can present to management such reports and analyses as are re­
quired for control of operations. T he planned organizational inde­
pendence among departments thus serves to establish the reliability and 
integrity of the information.
T he desirability of the separation of operation and accounting applies 
equally to the custodian departments. For example, the m aterial de­
partm ent should not have access to the records by which the integrity of 
the storekeeping is determined. Likewise, where possible, the handling 
of the receipt and disbursement of funds should be divorced from the 
accounting function. It follows that the accounting departm ent should 
not have operational or custodianship functions.
An internal audit staff may be used not only as a check on the accuracy 
of the accounting data and the safeguarding of the company’s assets, but 
also as an instrum ent of management in determ ining adherence to pre­
scribed policies. Thus, the audit activities should be widespread, covering 
all departments. T he review and appraisal to be useful to management 
m ust be unbiased — free from any departm ental influence as to the scope 
of the audit program and the method of reporting thereon. T he internal 
auditor should be free to advise management of any deficiencies noted, 
w ithout fear of reprisal from any departm ent heads. His relationship to 
the departm ent head should be clearly set forth by management to avoid 
any misunderstanding as to their relative positions. Under such con­
ditions the internal auditor is in a position, w ithout any limitations, to 
serve management in the detection of frauds, weaknesses in procedures 
and in the clarification of policies on a company-wide basis.
In  many instances, while the size of the organization may warrant segre­
gation of the internal audit function, the economic employment of per­
sonnel of the quality compatible with complete independence may not 
be practicable. Under such conditions the question often arises as to 
the propriety of incorporating the internal audit function into the sphere 
of the controller. An arrangement of this sort is generally regarded as
C h . 16] A P P E N D I X  A
satisfactory, assuming independence of the accounting and auditing 
function at the next lower level. Such an arrangement has, in fact, been 
adopted in the plan of organization used as an illustration in the Supple­
m ent to this discussion.
Lines of Responsibility
Assuming a proper functional division of the activities of an enterprise, 
the next step is to establish responsibility within the divisions for their 
efficient operation in conformity with the prescribed requirements as laid 
down by top managerial policies. W ith the placement of responsibility 
must go the delegation of authority whereby such responsibilities may be 
met. Responsibilities and the attendant delegation of authority should 
be clearly defined and wherever possible set forth in either an organiza­
tional chart or manual, available to all parties affected. Conflicting and 
dual responsibilities should be avoided wherever possible, but where the 
work of two or more divisions is complementary, as is very often the case, 
the responsibility for the various phases may be divided, and properly so. 
Such a division is inherent in good internal control, which provides that 
the functions of initiation and authorization of a transaction, the record­
ing, and the custody of the resultant asset be separated.
For example, the materials departm ent is responsible for the m ain­
tenance of inventories at a certain level, and when an item falls below 
that level, a request for purchase will be initiated. T he responsibility for 
the next phase of the transaction moves on to the purchasing departm ent 
which must act on the request. An order must be placed with a vendor, 
in accordance with specifications given, to be delivered at the designated 
time of need, and at a satisfactory price. T he responsibility for the receipt 
of the merchandise, its examination as to quantity and quality and com­
parison with the purchase order, notation of defects or shortages, and the 
transmission to stores rests with the receiving department. T he setting 
up of the liability, recording of the transaction, and approval for payment 
of the vendor’s invoice based on the documentary support received from 
the other departments is an accounting departm ent function.
T he chain of responsibility does not stop with the departm ental heads. 
W ithin a particular departm ent it should move downward, bu t always in 
a continuous line. For example, an accounts payable clerk may be re­
sponsible to the chief accountant for the preparing of vouchers for final 
approval and subsequent payment. Responsible to him  may be another 
clerk whose job is to match invoices, purchase orders and receiving re­
ports. Responsibilities may take the form of strict custodianship account­
ability, such as a stores clerk in a warehouse, or the petty cashier as 
custodian of the petty cash funds.
In many enterprises there are departments or individuals whose func­
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tions do not relate directly to the conduct of operations, whose main 
purposes may be to review, advise, analyze or summarize and report 
thereon. W here such departments exist, it is extremely im portant that 
their responsibilities not only be stated clearly but that all divisional 
heads be cognizant of those responsibilities and the extent to which they 
relate to the operations w ithin their own departments.
System of Authorization and Record Procedures
Accounting and Procedures M anuals Desirable
Once management has determined its objectives, has provided an ap­
propriate plan of organization, and has delegated the responsibility lor 
the attainm ent of the objectives, it must have media, first, for the records 
control of the ensuing operations and transactions and, second, for the 
classification of data w ithin a formal structure of accounts. T he latter 
medium is commonly referred to as a chart of accounts. A carefully pre­
pared chart of accounts serves a far more useful purpose than the mere 
provision for slots into which transactions are to be dropped. T he ac­
counts selected and their sequence should, at a minimum, meet the fol­
lowing tests:
1. Facilitate the economical preparation of financial statements and reports.
2. Include those accounts which are needed to reflect adequately and accurately 
the assets and liabilities and the revenues, costs and expenses sufficiently 
broken down to be useful to management in its control of operations.
3. Describe accurately and concisely what should be contained in each account.
4. Delineate as clearly as possible the boundary lines between capital assets, 
inventories, and expense items.
5. Provide for controlling accounts where necessary.
In  connection with (3) it ordinarily is desirable to have in widespread 
use an account m anual with explanations as to what should or should not 
be included in particular accounts. Clear account titles and an adequate 
num bering system will go a long way in the avoidance of classification 
and distribution errors.
Media for the original records control of operations and transactions 
are created through the designing of appropriate records and forms and 
through planning the logical flow of the record-keeping and approval 
procedures among departments and departm ental sections. Such forms, 
and the instructions regarding the flow of recording and approval pro­
cedures, are often incorporated in “procedure m anuals.” A great deal of 
progress has been made in recent years in improved design and planning 
of record procedures, particularly from the viewpoint of utilizing modern 
mechanization devices. Many of the larger enterprises have recognized 
the importance of continuous attention to these matters and have organ­
ized methods and procedures divisions in their accounting departments.
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Characteristics of Appropriate Records and Forms
A complete discussion of all the forms and records required by the 
varying types of businesses is infeasible since the needs of no two business­
es will be exactly alike. However, we may note some of the principles 
to be applied in the adoption of a particular form or record.
It must serve a useful function in its relation to the procedures designed to 
accomplish the objectives of management. For example, sales are a primary 
objective of management and the sales procedures will invariably call for 
the use of an approved sales invoice which serves a number of purposes, 
some of which are: (a) basis for an entry in the books of accounts; (b) au­
thority for the shipment of merchandise; (c) the original document from 
which all summaries and analyses regarding sales are compiled, such as sales 
by areas, by product, and by salesman, and total revenues from sales; and 
(d) the original document in support of salesmen’s commissions.
It must be sufficiently simple so that it may be clearly understood by those 
who are to use it, enabling them to record data promptly, accurately, and 
at a minimum of cost.
It should be designed in the light of all its possible uses so that the number 
of different forms may be held to a practicable minimum.
It should be so constructed that proper handling would necessitate adher­
ence to the control procedures set up, thereby providing a degree of internal 
check within the form or record. In the case of forms, blanks for authoriza­
tions and approvals relating to the various steps of the transactions, the 
alignment of the data to facilitate arithmetical check, and proper routing 
instructions are all examples of control which may be provided by proper 
designing.
Collatera l C ontrol Procedures
Procedures o£ many companies have been extended to include, where 
desirable and economically feasible, m aterial and production controls, 
appropriate cost systems, budgetary controls, the provision for periodic 
summaries and reports, and in the case of larger companies the use of an 
internal audit staff. Instructions as to the enactment of all procedures 
should be included in a procedures manual. T he instructions to be used 
advantageously should be clear and complete but sufficiently concise to 
avoid being so voluminous as to be cumbersome. Oral instructions should 
be avoided wherever possible. They are frequently misunderstood and 
often occasion ill feeling among supervisors and other personnel.
Sound Practices
If the development of a plan of organization and the design of the flow 
of procedures be likened to a strategical plan, the adoption of sound 
practices may be called the tactical measures for the effectuation of the
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plan. T he soundness of the practices followed in the performance of the 
duties and functions of each of the organizational departments will large­
ly determine the effectiveness of the internal control and the resultant 
efficiency in operations.
Control Through Division of Duties
T he procedures adopted should provide the steps whereby transactions 
are authorized, recorded and the custody of assets accounted for. Sound 
practices should provide the means whereby the integrity of such organiza­
tions, recordings and custody may be reasonably assured. This is usually 
accomplished by a division of duties and responsibilities so that no one 
person will handle a transaction completely from beginning to end. T he 
person authorizing or initiating the transaction should have no part in 
either its recording or the stewardship of the asset. W here circumstances 
will not perm it such a division, other protective practices must be found. 
By such a division, an autom atic check on the accuracy of the work is 
provided and the probability of errors or fraud being detected promptly 
is substantially enhanced. As was mentioned earlier, this division of re­
sponsibility applies departm entally as well as to individuals, and should 
carry through the entire organization at all levels of authority.
Other Sound Practices
I t  is not our object in this discussion to enumerate all the practices in 
the various departments which, under a certain set of circumstances, 
would be sound. However, a few illustrations will serve to clarify the 
meaning of sound practices and to distinguish them from authorization 
and record procedures.
In  the case of payrolls, procedures would supply the various forms, 
such as employment and rate authorization, employee clock cards, job or 
hourly time tickets, payroll and pay check or envelope. They would also 
provide for orderly routing and handling of the related records in the 
various departments. Practices adopted in carrying out the procedures 
would be largely determinative as to whether satisfactory internal control 
exists. Thus, punching clock cards becomes effective internal control only 
through observance by timekeepers to determine that properly authorized 
cards are punched by the employees to whom they were issued. Sound 
practices would also require (1) the checking of job time tickets to the 
clock cards, (2) the independent balancing of total labor charges origin­
ating from the cost departm ent job tickets with the payroll prepared by 
the payroll departm ent from the employees’ clock cards, (3) distribution 
of pay checks or envelopes, frequently if not continuously, by persons in 
no way engaged in the preparation of the payroll, and (4) independent 
control of checks or envelopes not called for.
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O ther examples of sound practices in other areas would include: listing 
of approved suppliers, competitive quotations of prices on purchases, 
independent count of merchandise received, verification of invoices and 
supporting documents by accounting departm ent as basis for payment, 
use of enclosed warehouses, bonding of employees, et cetera.
Integration of the System
An im portant feature of an adequate system of control is the molding 
of its integral parts into a smoothly functioning unit. T he installation 
of the system, adequate as it may appear to be, provides no assurance that 
it will function efficiently on its own momentum. Interdepartm ental 
co-operation is based to a considerable degree on hum an relationships, 
and two persons, however competent in their own right, may not always 
be compatible. Thus, management must always keep its fingers on the 
organization’s pulse to detect any tremors arising out of conflicts between 
departments which m ight arise, for example, from varying interpretations 
of authority or reluctance to yield authority as a m atter of personal pride. 
Periodic conferences by management will provide a possible means not 
only of detecting such differences bu t also of rectifying them.
Adequacy of Personnel
A properly functioning system of internal control depends not only 
on effective organization planning and the adequacy of the procedures 
and practices, bu t also on the selection of officers and departm ent heads 
of ability and experience and operating personnel capable of carrying 
out prescribed procedures in an efficient and economical manner. T o  use 
an experienced accountant as an accounts payable clerk m ight insure 
efficiency bu t it would not be economically feasible or desirable since the 
talents of such an individual could be more advantageously utilized in a 
position of greater responsibility; conversely, to place an inexperienced 
clerk in a responsible position requiring judgm ent would be injudicious. 
T he problem resolves itself mainly into the recognition by management 
of the need for careful analysis of a position and the qualifications re­
quired of the person to fill it, an adequate employee training program, 
and adoption of means whereby the quality of the employee’s perform­
ance may be measured.
Employment Practices
Recognition of the importance of the initial selection of employees in 
avoiding rapid turnover, with its resultant waste, has manifested itself 
in the more general use of a specialized personnel department. Acting
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on approved departm ental requests, the personnel departm ent, utilizing 
a variety of appraisal devices to judge personality, ability, et cetera, selects 
those applicants who it feels best measure up to the requirements for the 
position. It is considered best practice to have the departm ental head 
requesting the employee make the final choice from among the chosen 
applicants. Such practice obviates the possible contention by the depart­
m ent head, as an excuse for poor performance, that the employees were 
thrust upon him by the personnel department.
Sound employment practices require thorough investigation of the 
character of all applicants. T he factor of “relative risk’’ obviou sly must 
be considered and the degree of investigation should be greatest in those 
cases where employees are being considered for positions where, by reason 
of the nature of the work to be done or the responsibility which attaches 
to the position, opportunities for perpetrating frauds are the greatest. 
T he need for fidelity bond coverage of all such employees or positions is 
so well recognized that it need not be discussed here at length. One of 
the collateral advantages which result from a sound policy of fidelity bond 
coverage is the fact that underwriters almost invariably investigate the 
past records of employees to be bonded. These investigations on occasion 
will develop inform ation which has not been disclosed by inquiries of 
the personnel departm ent.
Employee Tra in in g
A critical area relative to effectiveness of the internal control is that 
which covers the training of the employee in the application of the pro­
cedures, and a difficult phase of this indoctrination process is to impress 
the employee with the necessity of strict adherence to outlined procedures 
and controls. T he disciplining must be accomplished w ithout destroying 
or retarding the individual’s capacity to think and reason. W hen a task 
becomes a m atter of mechanical routine, initiative is stifled, occasioning 
laxities, with a resulting decrease in effectiveness.
T he program of employee training differs between companies. Some 
of the larger companies have training courses which the employee must 
complete prior to performing at the position he is to occupy. O ther pro­
grams run concurrently, with the employee working by day and receiving 
instruction in the evenings. Such carefully planned and systematic ap­
proaches for the selection and training of personnel are desirable wher­
ever economically justified. This is particularly so in that they generally 
cover not only procedures and controls that relate to the individual’s 
particular work but also instruction relating to the entire cycle of opera­
tions, and the procedures and controls relating thereto. Such training 
broadens the individual’s perspective, cultivates a greater interest in his 
work, and impresses on him through actual illustration, the need for 
organizational discipline.
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In  many companies, employee training will fall under the departm ent 
heads who may either supervise the training personally, or as is usually 
the case, delegate the responsibility to the various section supervisors. 
Instruction at this stage would be required regardless of preliminary 
training, but to a varying degree depending on the extent of the pre­
liminary training. Where training by supervisors represents the only 
medium of instruction, the pressure of the norm al daily work may cause 
such instruction to be neglected. W hen such pressure exists, it is a com­
mon failing on the part of the supervisors to omit the “why” of a pro­
cedure or control. An employee who is told to follow certain procedures, 
without being told the reason, may decide on his own initiative to cir­
cumvent certain procedures which to him  seem unnecessary.
Checking on Performance
Adequate instruction, however, will not in itself insure good perform­
ance. T he work of the employee must be carefully reviewed to determine 
that procedures are being followed and, if not, the causes must be prom pt­
ly determined and corrective measures taken. This review should apply 
to all levels of responsibility, and may be conducted by a variety of 
methods:
By other employees, where the work of two or more employees is comple­
mentary and the work of one provides a check on the accuracy of the other.
Review on the part of the supervisors or department heads of the operation 
of their subordinates.
A well devised system of reports to management, which, when properly pre­
pared and analyzed, would indicate weaknesses in the chain of responsibility.
Utilization of special control devices such as standard costs, a system of 
budgetary controls, or an internal audit staff, and, at the production level, 
time and motion studies and quality standards.
Internal Control and Management
Management has the responsibility for devising, installing and current­
ly supervising a system of internal control adequate to; (1) safeguard the 
assets of an organization; (2) check the accuracy and reliability of ac­
counting data; (3) promote operational efficiency; and (4) encourage 
adherence to prescribed managerial policies; and, for these purposes, to 
provide an appropriate plan of organization; an adequate system of 
authorization and record procedures; sound practices and, lastly, person­
nel of appropriate num ber and capabilities. Decisions reached as to the 
first three of these elements of internal control lend themselves to orderly 
and effective recording. T he broad design, considerations of detail, and
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the integration of the whole system of internal control, demand careful 
planning. It is the view of this committee that such planning may be best 
accomplished by “laying o u t” the plan of internal control on paper in 
much the same m anner as physical construction projects are conceived, 
designed and tested architecturally before they are approved.
Effective internal control is so pertinent to the question of the reliabil­
ity of financial data and so fundam ental to a proper discharge of manage­
m ent’s total responsibility as to require that management be prepared to 
demonstrate the steps taken to attain it. A chart of accounts testifies to 
the adequacy of a plan of accounts, and a properly prepared procedures 
m anual provides a standard with which the actual procedures in use may 
be compared to detect departures which may afford opportunities for 
irregularities whether fraudulently conceived or otherwise. Detailed de­
scription in a procedures m anual may be greatly simplified if manage­
m ent will develop and utilize a visual plan of organization and of the flow 
of transactions. W holly apart from the day-to-day contribution which 
they make to good management, soundly conceived charts of accounts, 
well written and complete manuals of accounting policies and procedures, 
and organization and flow charts obviously greatly facilitate the public 
accountant’s review of internal control and, by their orderliness, con­
tribute materially to a higher quality of review.
I t is impossible to devise any one system of internal control which will 
provide all the safeguards, and meet the requirements of every company, 
irrespective of size and type. Each company has its own peculiar prob­
lems, and measures adequate in one instance will not suffice in another. 
Controls, likewise, must be considered in the light of their economic 
utility. In  instances where the cost of protection would far outweigh the 
possible losses, or where certain controls may retard operations to the 
point of adversely affecting production or sales, management may decide 
that such controls are not feasible.
T he responsibility of management does not end with the installation 
of control procedures initially deemed necessary. A system of internal 
control must be under constant surveillance to determine (1) that pre­
scribed policies are being interpreted properly and are being carried out,
(2) that changes in operating conditions have not made the procedures 
cumbersome, obsolete or inadequate, and (3) that where breakdowns in 
the system appear, effective corrective measures are taken promptly. Any 
system, regardless of its fundam ental soundness, will deteriorate rapidly 
if not reviewed periodically. Laxity becomes contagious and, if permitted 
to spread, will soon render any measures of control useless.
Internal Control and the Public Accountant
W hile the primary responsibility for the establishment and enforce­
m ent of internal control measures rests with management, the degree to
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which such measures exist and are carried out is of great concern to the 
public accountant. T he following excerpts, taken from Statement on 
A uditing Procedure No. 1 and repeated in a special report entitled 
“Auditing Standards” issued by the committee on auditing procedure of 
the American Institute of Accountants, give further emphasis to this 
point:
“The independent auditor must also exercise his best judgment in determin­
ing the scope of his examination and in deciding whether the interests of 
stockholders and creditors justify the time and expense involved in the ex­
tension of any particular line of inquiry. . . .  It is the duty of the independ­
ent auditor to review the system of internal check and accounting control 
so as to determine the extent to which he considers that he is entitled to rely 
upon it. To exhaust the possibility of exposure of all cases of dishonesty 
or fraud, the independent auditor would have to examine in detail all 
transactions. This would entail a prohibitive cost to the great majority of 
business enterprises — a cost which would pass all bounds of reasonable ex­
pectation of benefit or safeguard therefrom, and place an undue burden on 
industry. . . .
It is worthy of repetition that the extent of sampling and testing should be 
based upon the independent auditor’s judgment as to the effectiveness of 
internal control, arrived at as a result of investigation, tests and inquiries. 
Depending on his conclusions in this respect, the independent certified 
public accountant should extend or may restrict the degree of detailed 
examination.”
Reliance Upon Plan of O rganization
T o the public accountant organizational independence among depart­
ments, by its very existence, provides a condition conducive to good in­
ternal control. His reliance on such a division of functions will depend, 
however, on the degree to which the departments are, in fact, independent 
in their performance. Observance of operations, review of reports, and 
tests, wherein the operation of a num ber of departments may be involved, 
provide the means whereby the public accountant may determine the 
validity of the division of responsibilities. W here the tests indicate that 
the separation of functions exists and is operating as an effective check 
on performance, the independent public accountant will adjust his audit 
program accordingly.
An internal audit staff is a strong factor in a system of internal control, 
and the public accountant, in addition to appraising its status, should 
survey its activities to determine their effect on his selection of appropriate 
audit procedures and the required extent of tests.
T he work of the internal auditor should be considered by the public 
accountant as a supplement rather than as a substitute. For example, the 
independent auditor may select a certain num ber of p lants at which to 
test inventories. Arrangements might well be made to have the internal 
auditors verify those not selected by the public accountant. Opportunities
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for such co-operation are becoming more common with the growing 
recognition by industry of the importance of the internal audit function.
Reliance Upon System of Authorization 
a nd Record Procedures, and Sound Practices
T he adequacy of the system of authorization and record procedures 
and the degree to which it is functioning as planned are also of vital 
interest to the independent accountant in his selection of appropriate 
audit procedures. T he public accountant should familiarize himself with 
the authorization and record procedures, judge their adequacy and deter­
mine whether such procedures are actually being effectuated by sound 
practices in order to accomplish the purposes for which they were de­
signed. Consultation with officers and employees, and general observation 
of routines will provide certain information but the most desirable m eth­
od of conducting the review is by actual test of the system’s operation. 
Such tests may take the form of analyses of certain accounts for a particu­
lar period, wherein the integrity and accuracy of the documents support­
ing the entries are appraised; the tracing of a series of transactions from 
their inception to final recording and accounting, with examination of 
supporting evidence at each stage; comparison of inventory records to 
actual physical counts; or confirmation of a selected group of accounts 
receivable.
Review of System of internal Control
T he public accountant’s review of the system of internal control serves 
two purposes: first, it enables him to formulate an opinion as to the re­
liance he may place on the system to the end that, by adjusting his audit 
procedures accordingly, he may express an opinion as to the fairness of 
m anagement’s financial statements; and, secondly, where the review indi­
cates apparent weaknesses, recommendations for possible corrective meas­
ures may be conveyed to management. This secondary aspect of his re­
view frequently enables the public accountant to render broader services 
than those generally associated with his capacity as an independent re­
porter to stockholders upon management’s conduct of stewardship re­
sponsibilities. His aid to management in attaining more efficient opera­
tion can and should be an equally im portant function. Determining the 
effectiveness of the organizational plan, division of responsibilities, and 
such special control procedures as budgetary controls, reports, analyses, 
and cost systems are among the areas which the public accountant should 
cover in his review. It is not anticipated that the independent auditor 
will be able to review all the control procedures within the course of any 
one audit. T he review may very well be so arranged as to entail complete 
coverage over a period of several years. However, the review of those
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controls which relate directly to the accounting records should, if prac­
ticable, be conducted each year.
Where feasible, the accountant’s review of internal control may be 
conducted as a separate phase of the examination, preferably at an in­
terim date, by applying appropriate auditing procedures directed par­
ticularly to appraising the effectiveness of the client’s system. Where 
this is not feasible, the review will usually be done in conjunction with 
other phases of the audit program, such program to be subject to either 
lim itation or expansion depending upon the degree of internal control 
present as evidenced by the tests made. On completion of the review, a 
documentary record in some suitable form should be prepared.
W hen the system of internal control is found to be unsatisfactory in 
some respects, the auditor should advise his client of such observed weak­
nesses in internal control so that the client may take what action he 
thinks is appropriate. Where the observed weaknesses in internal control 
have resulted in the extension of audit procedures beyond the scope 
which otherwise would have been necessary, the client should be advised 
that the correction of those weaknesses would make it possible for the 
auditor to reduce the scope of his work.
T he committee wishes to make it clear that neither the preceding dis­
cussion of internal control nor the illustrative charts, which comprise the 
Supplement, purport to set forth a formula or pattern by which the ef­
fectiveness of a particular system may be measured. T he problem, of 
course, is much too complex for any such treatment. However, it is hoped 
that the presentation of the major elements of a properly co-ordinated 
system may lead to a better understanding of the nature and scope of 
internal control and to a fuller appreciation of the need for careful plan­
ning and continuous supervision by management.
T he charts in the Supplement are a case study presented for purposes 
of illustration. Obviously, the plan of organization and the procedures 
depicted will not be suitable to any wide num ber of organizations or 
circumstances. T he procedures illustrated, however, are regarded as ap­
propriate to and consistent with the organizational plan. Lim itations of 
space naturally required considerable curtailm ent in the display of many 
aspects of internal control. This is particularly true in the areas of sound 
practices and internal auditing procedures. T he principal advantages of 
the type of charts illustrated are believed to be, first, visual assistance in 
developing a co-ordinated plan of organization and procedures and, 
second, their use permits simplification in the descriptive m aterial in­
cluded in procedures and practice manuals.
In  the various sections of this report references have been made to the 
valuable aids afforded through functional organization charts, accounting 
classification manuals, procedures and practices manuals. Most companies
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have done some planning of internal control and have developed certain 
of the manuals and charts mentioned. Very few, however, have developed 
adequate plans and procedures to the point of being able to furnish the 
independent public accountant with comprehensive representations as to 
the plan and operation of internal control. W hile the committee believes 
that many companies will ultimately reach this “ideal” objective, it seems 
reasonable to expect that the process will follow an evolutionary course. 
In  the meantime, the independent accountant will be required to spend 
considerable time and effort in the ascertainment of the pattern of in­
ternal control in existence, as well as in the testing and evaluation of the 
system as a basis for setting the scope of his examination.
Committee on A uditing Procedure
November, 1948.
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Supplem ent
A GRAPHIC ILLUSTRATION OF 
INTERNAL CONTROL
A correlated series of organizational and procedural flow charts 
showing the part played in achieving effective internal control 
by the segregation of functional responsibilities in a well planned 
organization, as adapted from a case study of a moderately- 
sized manufacturing company.
TABLE OF CONTENTS
Chart
Organization charts showing the segregation No.
of duties which provides the background 
for effective internal control:
Entire O rg an izatio n ............................................................ 1
Top Supervisory L e v e l ...................................................... 2
Controller's D iv is io n ............................................................ 3
All Other D iv is io n s .....................................................4
Procedural flow charts shown in relation to 
organization chart to portray the control 
obtained through segregation of func­
tional responsibility:
S a l e s .................................................................................... 5
Accounts Receivable............................................................6
Cash R ece ip ts ........................................................................7
P u rc h a se s ..............................................................................8
Cash Disbursements............................................................ 9
P a y ro ll .................................................................................. 10
CHART I
ORGANIZATION CHART
DEVELOPED FROM A CASE STUDY SHOWING 
THE SEGREGATION OF FUNCTIONAL 
RESPONSIBILITY USED AS A BASE 
FOR INTERNAL CONTROL
CHART 2
TOP SUPERVISORY LEVEL
ORGANIZATION CHART SHOWING 
THE NECESSARY SEGREGATION OF DUTIES 
REQUIRED TO OBTAIN 
EFFECTIVE INTERNAL CONTROL
BOARD OF DIRECTORS
Controls the opening of bonk a ccounts for deposit
Controls the withdrawal authority
Controls borrowing in the name of the company
Provide the basis for good internal control by a ssigning 
responsibility a nd a uthority a t top level
Authorizes ma jor purcha ses and retirements of fixed assets 
Determines depreciation policy and insurance coverage policy 
Selects outside auditors
EXECUTIVE COMMITTEE
SUB COMMITTEES
AUDIT COMMITTEE 
FINANCE COMMITTEE
PRESIDENT
V-P
SALES SECRETARY-TREASURER
CUSTODIANSHIP
Custodianship of a ll cosh and securities 
including cash receipt and disbursement
Formulates financial and investment policy, subject to approval 
by the Finance Committee or the Board of Directors
Covera ge of insura ble risks and general supervision 
of other safeguards over corporate a ssets
CONTROLLER
ACCOUNTING
Accounting records over all custodians and 
operating departments
Responsible for development of procedure manuals 
to assure adequate internal check
Reviews operation of procedures to insure effective control 
Responsible for interna l a udit of a ll accounts and records
V-P
INDUSTRIAL RELATIONS
V P
MANUFACTURING
CHART 3
ORGANIZATION CHART
O F CONTROLLER’S DIVISION SHOWING FUNCTIONS 
INVOLVED IN INTERNAL CONTROL
CONTROLLER
C ontro l by  re la ting  
a ll costs to production 
a n d  m easuring results
C ontro l over p a y  roll 
liab ility  b y  ve rificat io n  
o f tim e and  earn ings
FACTORY
ACCOUNTANT
SYSTEMS 
S  BUDGET
CHIEF
ACCOUNTANT
INTERNAL
AUDITOR
M ain tenance  of 
p erpetua l inventory 
records to hold 
inventory custodians 
accou ntab le
Designs methods and  
procedures to provide 
m axim um  effic ien cy  
a n d  effective  in ternal 
control
C on tro l b y  com parison 
of o perating  results 
w ith predeterm ined  
budget estim ates
TIMEKEEPING
COST
DISTRIBUTION PAY ROL BILLING
ACCOUNTS
PAYABLE
ACCOUNTS
RECEIVABLE
PURCHASES 
& EXPENSE 
LEDGER
GENERAL
LEDGER
HOME OFFICE 
AUDITORS
BRANCH
AUDITORS
Determ ines o r app roves 
accounting  d isposition 
o f a ll m a te ria l, lab o r 
a n d  expense charges
Estab lishes p a y  ro ll 
lia b ility  on basis 
o f tim e reports 
a n d  au tho rized  rates
Determ ines b illing  
va lu e  o f shipments 
and  estab lishes control 
ove r soles
V e rif ie s  the docum ents 
supporting the 
d isbursem ent voucher 
and  the accounting  
d isposition
Responsible fo r 
keep ing  in d iv id ua l 
accounts
Records a n d  sum m arizes 
purcha ses and  expenses 
fo r contro l through 
reports
Contro ls a l l  subsid iary  
ledger accounts by  
accum ulating  totals 
from  independent 
sources
A u d it o f those phases o f 
the business not 
susceptib le to autom a tic 
in te rn al control or 
w here  such control 
w ou ld  be too costly
S ee  detailed audit 
program
CHART 4
ORGANIZATION CHART
OF ALL OTHER DIVISIONS SHOWING FUNCTIONS 
INVOLVED IN INTERNAL CONTROL
V-P
SALES SECRETARY-TREASURER
V P
INDUSTRIAL RELATIONS
V-P
MANUFACTURING
ADVERTISING
SALES MGR. 
PRODUCT A
SALES MGR. 
PRODUCT B
CUSTOMER
SERVICE
OFFICE
MANAGER CASHIER
SAFETY WELFARE & CAFETERIA EMPLOYMENT
PRODUCT
ENGINEER
PURCHASING
AGENT
Control over initiation of 
and changes in pay roll 
rates
Require all employees 
to take vacations
Centralized authority 
and responsibility 
for selecting source 
of supply and obtaining 
best prices
CREDIT
MANAGER
Control over shipping 
goods on credit
SUPERVISOR
MFG.
PLANT & 
MAINTENANCE 
ENGINEER
PRODUCTION
CONTROL
TRAFFIC & 
SHIPPING
METHODS
ENGINEER
Principal custodian of 
plant and equipment
Central authority for 
removal, repair and 
replacement of such 
property
Controls outgoing 
shipments by requiring 
properly authorized 
shipping orders
BRANCH
SALES
MANAGER
BRANCH
SALES
MANAGER
BRANCH
SALES
MANAGER
BRANCH
ACCOUNTANT
BRANCH
ACCOUNTANT
  BRANCH 
ACCOUNTANT
Branch bookkeeping 
records directe 
functional) b the 
controller Internal 
audit essential because 
limitations in 
segregation of 
responsibilities
SALES ORDER
Controls issuance of 
shipping orders
FINISHED 
GOODS & 
SERVICE PTS.
Custody of salable 
products
MAIL ROOM
Responsible for 
incoming and outgoing 
mail, obtaining 
complete record 
of cash receipts
CASH
RECEIPTS
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THE TEXTILE COMPANY
A comprehensive and systematical survey of an existing system of in ­
ternal checks and balances is a prerequisite to the proper evaluation of 
such system. Consequently, in practically all cases a tangible presentation 
of the facts of internal control must be set forth for contemplative review 
and study. O ur firm uses three basic methods, either separately or in 
combinative form, in presenting the elements of internal control for re­
view and study. They are:
1. A brief narrative description of the system of internal control in use.
2. A series of procedural flow charts covering the various sections of the 
business.
3. A printed questionnaire embodying a number of questions on the various 
phases of the operations of a business, which is completed by the staff 
accountant assigned to the engagement.
T he brief narrative, descriptive method is used for the small-sized 
business whose internal control is admittedly lim ited or weak. Under 
such circumstances the use of either of the other methods would tend to 
complicate, rather than clarify, the determ ination of the effectiveness of 
control.
Procedural flow charts could be used in most circumstances and are 
particularly valuable if a revision of the accounting system is contem­
plated. However, our experience has indicated that this method has the 
following disadvantages:
1. Due to the lack of adequate training in the preparation of charts, some 
accountants cannot produce neat and intelligible flow charts in a reason­
able length of time.
2. Minor changes in the client’s system oftentimes occasion a complete re­
drafting of certain of the flow charts.
T he printed questionnaire is adaptable to practically all engagements, 
requires only a reasonable amount of time for completion, and is flexible 
enough to reflect most changes in a client’s accounting system. Properly 
drafted, it also lends itself to rapid evaluation of the control features of 
the system. T he disadvantages of this method of presentation are that 
occasionally the staff accountant answers the questions “yes” or “no” 
w ithout real knowledge of the actual situation or confines his review 
solely to the predeterm ined items.
T he printed questionnaire which has been adopted by our firm for 
use in the usual commercial engagement was developed with the objective 
in m ind of securing the maximum advantages of a questionnaire while 
avoiding its inherent weaknesses. T he questions contained therein are 
framed so that positive answers will indicate good internal control, and 
negative answers, poor internal control. This feature is of substantial 
assistance in the evaluation of internal control. In addition to answering 
the questions “yes” or “no” the staff accountant is required to indicate
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that he verified the correctness of the answers by observation or test. 
T he review of the system of internal control is not limited in scope to the 
subject m atter of the questions appearing on the questionnaire bu t 
amplifications or modifications are required wherever necessary. W ith 
respect to clients engaging in specialized forms of business such as banks, 
insurance companies, brokerage firms, et cetera, or employing only a 
small num ber of persons in the accounting work, the questionnaire 
usually is either entirely inappropriate or usable only in a small part. 
Special questionnaires have been developed for use in specialized busi­
nesses. Instructions for the use of the questionnaire are furnished to 
each member of our staff and specific instructions are given at intervals 
in the use of the various forms of questionnaires.
T he study of internal control presented hereafter covers our investi­
gation and review of the client’s operations as in a first engagement. 
Provision is made in the instructions and questionnaire for procedures 
to be followed in subsequent examinations.
Description of Business
T he principal activity of the company selected for the study is that of 
wholesaling textiles, and its annual net sales are between $15,000,000 
and $20,000,000. T he personnel of the company numbers approximately 
six hundred. T he textiles are of two types, for which separate depart­
ments are maintained. These types are woven textiles and printed tex­
tiles, the latter group being less expensive than the former. Generally, 
the woven textiles are purchased in a finished state. T he company, acting 
as a converter for its printed textiles, purchases raw goods and sends them 
to outside fabricators for dyeing, printing, and other processing. T he 
woven goods are kept in a company warehouse from which sales orders 
are filled, whereas the printed goods are kept in a warehouse owned and 
operated by the principal printer. Sales orders for printed goods are 
filled by direct shipment from the latter warehouse. Both types of tex­
tiles enjoy national distribution. T he thousands of customers, in the 
main, are retailers of textiles who buy in small quantities, giving rise to 
a large volume of transactions.
Planning the Internal Control Review
T he review of the company’s system of internal control was begun by 
the senior in charge of the examination several months prior to the 
examination date by insertion of the answers to the specific questions of 
the questionnaire after interrogation of company personnel and general 
observations. At the same time, an investigation of all material phases of 
the accounting system and procedures was made and an organization
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chart was prepared showing the major operating departments of the 
company. Later, in the course of the audit, each staff man working on a 
particular phase of the examination completed the questionnaire by in­
dicating, as a result of his observations or test-checks, whether the pro­
cedures indicated by the answers were actually being carried out. W hen 
weaknesses in the company’s system of internal control were disclosed by 
our review, consideration was given to the extension or intensification of 
the usual audit procedures which would have been followed in cases 
of better internal control.
T here is presented hereafter the actual material used in the investiga­
tion of the internal control of the company; consisting of an organization 
chart, a copy of the instructions for the use of the printed questionnaire, 
the completed questionnaire, and the letter and memorandum to the 
client. For the purposes of this case study, statements of significant audit 
procedures followed when the questionnaire disclosed weaknesses in the 
company’s system of internal control have been inserted after each section 
of the questionnaire. They do not constitute a part of the questionnaire. 
T he auditor’s answers to the questions, and his explanations and com­
ments, are indicated by italics to distinguish such handw ritten m atter 
from the printed m atter on the questionnaire. Modifications of the 
questionnaire are indicated by brackets.
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INTERNAL CONTROL QUESTIONNAIRE
IN S T R U C T IO N S  FOR USE
1. This internal control questionnaire has been designed to assist members 
of the staff in the determination of the adequacy or inadequacy of the 
client’s system of internal check and control. It does not purport to be 
complete as regards all engagements and is not intended to preclude the 
insertion of additional questions which, in the opinion of the user, may 
be pertinent in considering the methods of internal control employed by 
a particular client.
2. The questionnaire is to be used for all clients, subject to the modifications 
set forth in the succeeding paragraph. If the related examination covers 
the accounts of a group of companies, a questionnaire should be com­
pleted for each company in the group. Similarly, if the client maintains 
branch plants and/or offices, a questionnaire should be developed for the 
head office, as well as for each branch plant or office, to the extent to 
which the decentralization of the accounting or other office routine renders 
such questionnaire applicable. For example, where a branch office has 
no general books of account but carries and records certain cash trans­
actions and maintains a local payroll, only those sections of the question­
naire dealing with such matters should be used.
3. In the case of clients who employ only a small number of persons, or who 
are engaged in certain special activities, such as brokerage firms, banks, 
insurance and investment companies, et cetera, it may be found that the 
formal questionnaire is either entirely inappropriate or usable only in 
small part. In such instances it is expected that the matter of internal 
control will, nevertheless, have the full and adequate consideration of 
the accountant in charge, and separate supplemental pages have been 
provided for use when the regular questionnaire is not appropriate.
4. The regular pages of the questionnaire have been prepared with spaces 
to indicate affirmative or negative answers to the majority of the questions. 
Each question should be answered, or a reason stated for there being no 
answer, for example, “not applicable.” This latter may be abbreviated 
as “N.A.” and should be recorded in the “Yes” column.
5. The questions have been so devised that an affirmative answer would in­
dicate a satisfactory degree of internal control. Negative answers should 
influence the examiner to consider whether, in order to make the ques­
tionnaire as informative as possible, such negative answers should be 
amplified or the related question covered by a supplemental statement. 
For example, it may be that a negative answer should be coupled with a 
statement to the effect that some alternative procedure followed by the 
client has the same degree of adequate control in the circumstances.
6. The answering of the questions does not complete the investigation of the 
system of internal check and control; the accountant in charge must satisfy 
himself, by observation and/or test-check, that the procedures indicated 
by the answers are being carried out in practice. Space is provided in the 
questionnaire under the caption “auditor's verification” for indicating 
that such observations and tests have been made, the name of the auditor 
making them, and the date when they were made.
7. Space is also provided at the end of each section of the questionnaire for 
notations as to the adequacy or inadequacy of the system as it relates to 
the particular section.
6
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8. Major shortcomings in the system as revealed by our survey, before being 
taken up with the client, should be discussed with the partner in charge, 
who will decide what action should be taken. Each section of the ques­
tionnaire should be signed by the accountant making the survey of that 
particular phase of the internal control; the questionnaire as a whole 
should be signed by the accountant in charge and, after review by the 
partner in charge of the work, should be filed with the working papers 
in the permanent file.
9. During subsequent examinations, the questionnaire must be reviewed and 
brought up to date as follows:
a. The auditor performing each section of the examination shall take the 
previously completed questionnaire and in conjunction with and as a 
part of his examination shall determine what changes, if any, have been 
made by the client in the system of internal control.
b. The changes, if few in number for a particular section, will be made by 
crossing out the original answers and indicating the new answers, and 
the auditor’s verifications in red.
c. The changes, if numerous in a section, will be made by marking the 
original page superseded in the comment space provided for subsequent 
examinations, signing and dating the page and transferring it to the 
inactive permanent file, and by filling out a revised section of the 
questionnaire as if it were a part of an original questionnaire and filing 
it in its proper place.
d. The auditor, when he has completed the review of a section during 
each examination, shall sign and date each section, and shall note in 
the comment space the results of his review, that is, “No change,” 
“Control strengthened, see comments above,” “Control weakened, see 
comments on supplemental page,” et cetera, as may be appropriate.
e. The in-charge senior and partner shall review the entire questionnaire 
at each examination date and indicate their review in the appropriate 
place on the title page.
7
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INTERNAL CONTROL QUESTIONNAIRE
C L IE N T  Textile Company
A D D RESS
Accountant in charge Partner
Signed by: 
Albert Brown
Date:
Feb. 23, 1949
Signed by: 
John Smith
Date:
Mar. 4, 1949
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INTERNAL CONTROL QUESTIONNAIRE
Answer
Yes No
Auditor's verification
Nome 
and date
Obser­
vations Tests
1. Does the client have a chart of organiza­
tion? X AB10/11/48 X
2. Is the accounting routine set forth in ac­
counting manuals? X “ X
3. Do we have copies of such charts and 
manuals in our permanent file for this 
client? X X
4. Does the client have: 
a. A controller? X X
b. An internal auditor or audit staff? X “ X
5. If internal auditors are employed:
a. Do they render written reports on 
the results of their examinations? NA
b. Are they directly responsible to, and 
do they report to, an executive offi­
cer other than the chief accounting 
officer? NA
Designate:
c. Have we reviewed their reports? NA
6. Is the general accounting department 
completely separated from: 
a. The purchasing department? X “ X
b. The sales department? X X
c. Manufacturing and/or cost depart­
ments? NA
d. Cash receipts and disbursements? X
7. Are all employees who handle cash, 
securities and other valuables bonded?
But coverage is too small. X
8. Are all such employees required to take 
regular vacations, their regular duties 
then being assigned to other employees? X
9. Does head office accounting control over 
branch offices appear to be adequate? X “
10. Are expenses and costs under budgetary 
control? X “
11. Is insurance coverage under the super­
vision of a responsible official or em­
ployee? X “ X
12. Are journal entries approved by: 
a. The controller? Only accounts re­
ceivable. X “ X
b. Other designated employee? All 
other journal entries. X “ X
X
X
X
X
X
9
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Auditor's verification
1. G E N E R A L , Continued
13. Are journal entries adequately explained 
or supported by vouchers bearing ade­
quate substantiating data?
14. Are periodic financial statements pre­
pared for submission to the manage­
ment?
15. If so, are these sufficiently informative to 
bring to light abnormal fluctuations in 
costs, revenues, inventories, et cetera, and 
other discrepancies?
16. a. List names of officials and employees
exercising the functions noted: 
Controller
Internal auditor (chief)
Chief accountant 
General ledger bookkeeper 
Accounts receivable bookkeeper 
Accounts payable bookkeeper 
Cashier
Department heads:
Purchasing
Sales
Credit
Cost
Receiving
Shipping
Payroll
b. Are any of the above, to the best of 
your information, closely related? 
Relations exist between: Chief ac­
countant and accounts payable book­
keeper and credit executive and an 
adjustment department employee.
Answer 
Yes N o
X
Name 
and date
Obser­
vations Tests
AB 10/11/48
X
X
X
X
Paul Smith
Peter Leary
Michael Ross
John Ellis
Robert Day
Adolph Hillar
Woven Textiles Printed Textiles
Alan Kemp Charles Lyon
Joseph Shea Gordon Poe
Morris Coleman
John Brown Fred Sart
Daniel Peterson Howard Young
Harry Molle
X X
Name Date Comment
Originally prepared  
by:
R eview ed  in subse­
qu en t examination 
by:
Albert Brown Oct. 11, 1948
none
none
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INTERNAL CONTROL QUESTIONNAIRE
II. CASH RECEIPTS
A. Mail receipts:
1. Is the mail opened by someone other 
than the cashier or accounts receiv­
able bookkeeper?
2. Does the mail routine prohibit the 
delivery of unopened mail (other 
than personal mail) to employees 
having access to the accounting rec­
ords?
3. a. Is a record of the money and
checks received prepared by the 
person opening the mail? 
b- If so, is this record given to some­
one other than the cashier for in­
dependent verification of the 
amount recorded?
c. Is this record compared with the 
cash receipts book regularly?
B. Other receipts:
1. Are the receipts of currency rela­
tively insignificant?
2. Are receipts recorded by cash regis­
ters or other mechanical devices?
3. If so, are the machine totals checked 
independently by the accounting de­
partment?
4. Are sales or receipt books used?
5. If so:
a. Are the receipts prenumbered?
b. Are the daily totals and numeri­
cal sequence checked independ­
ently by the accounting depart­
ment?
c. Are unused books safeguarded?
6. If neither of the above methods are 
in use, is some other adequate system 
of control in force? If so, explain. 
The only other control over these 
receipts is that the charge for the 
sales invoice cannot he suppressed 
without collusion. (See sales section 
of questionnaire, question 15.)
7. Is there an adequate safeguard 
against misappropriation of cash 
through the recording of fictitious 
discounts or allowances by the 
cashier?
8. Are miscellaneous receipts, such as 
from sale of scrap, salvage, et cetera, 
reported to the accounting depart­
ment by the recipient as well as to 
the cashier?
Auditor's verification
Answer 
Yes No
Nome 
and dote
Obser­
vations Tests
A B  12/20/48 X
X
X
NA
NA
X
NA
 X
AB 12/ 27/48
X
X
X
X
_x
X
X
 x
X
X B C 1 /5/49
X BC 1/5/49
X
X
X
X
X
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II. CASH RECEIPTS, Continued
Auditor's verification
Answer
Yes No
X
X
9. Does the accounting department
check such reports against the related 
cash book entries? NA
C. General;
1. Are each day’s receipts deposited in 
the bank intact and without delay?
2. Does an employee other than the 
cashier or accounts receivable book­
keeper take the deposits to the bank?
3. Is a duplicate deposit slip checked 
and held for the auditors by an em­
ployee other than the employee 
making up the deposit?
4. Are bank debit advices (such as for 
N.S.F. checks) delivered directly to 
a responsible employee (other than 
the cashier) for investigation?
5. Are the duties of the cashier entirely 
separate from the recording of notes 
and accounts receivable? See in­
sertion.
6. Does an employee, other than from 
the cashier’s department, post the 
general ledger?
7. Is the office routine so arranged as to 
make it difficult for the cashier to 
obtain access to the accounts re­
ceivable ledgers and monthly state­
ments?
8. Are all other cash funds or securities 
handled by someone other than the 
cashier?
9. If he handles such funds;
a. List the items hereunder;
Petty cash fund—$2,000 
Currency receipts from cash 
sales
b. Are such items counted by us
during our examination?
10. Where branch offices make collec­
tions, are such collections deposited 
in a bank account subject to with­
drawal only by the head office?
11. Are rents, dividends, interest, and 
similar revenues adequately con­
trolled in such manner that their 
nonreceipt would be noted and in­
vestigated? Relatively insignificant.
B C  1/12/49 X
X
X
X
X
X
X
X
X
AB 12/30/48 X
X
X
X
X
AB 12/31/48 X
AB 12/20/48 X
X AB 12/20/48 X
Nome 
and date
Obser­
vations Tests
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Auditor's verification
II. CASH RECEIPTS, Continued
12. Is the cashier responsible lor the
13.
cash receipts from the time they are 
received in his department until they 
are sent to the bank?
Are proper physical safeguards and 
facilities employed to protect cash 
and cash transactions?
Answer 
Yes No
X
Name 
and date
Obser­
vations Tests
X
X X
I n s e r t i o n :
C  5. H e  is  t h e  c u s t o d i a n  o f  n o t e s  r e c e i v a b l e  a n d  p r e p a r e s  j o u r n a l  a n d  d i s c o u n t  
e n t r i e s  p e r t a i n i n g  t h e r e t o .
Comment on adequacy of internal control:
I n a d e q u a t e  i n  t h a t :
1 .  N o  m a i l  l i s t  o f  r e m i t t a n c e s  is  p r e p a r e d  b y  t h e  m a i l  o p e n e r s .  T h e  c h e c k s  
r e c e i v e d  a r e  f o r w a r d e d  d i r e c t l y  t o  t h e  c a s h i e r  w h o  a s s i g n s  m e n  i n  h i s  
d e p a r t m e n t  t o  t h e  p r e p a r a t i o n  o f  t h e  b a n k  d e p o s i t  s l i p  a n d  o f  r e m i t ­
t a n c e  s l i p s  f o r  t h e  a c c o u n t s  r e c e i v a b l e  d e p a r t m e n t .  W h e r e  t h e  m a i l  
o p e n e r s  r e c o g n i z e  t h e  r e m i t t a n c e  a s  o n e  n o t  p e r t a i n i n g  t o  a c c o u n t s  r e ­
c e i v a b l e  ( r e f u n d s  o f  e x p e n s e s ,  d e b i t  b a l a n c e s  o n  a c c o u n t s  p a y a b l e ,  e t  
c e t e r a ) ,  t h e  c h e c k  is  s e n t  d i r e c t l y  t o  t h e  a c c o u n t i n g  d e p a r t m e n t  w h i c h  
m a k e s  e n t r y  t h e r e o f .
2 .  R e c e i p t s  f r o m  c a s h  s a l e s  a r e  n o t  c o n t r o l l e d  b y  p r e n u m b e r e d  r e c e i p t  
b o o k s .  T h i s  d e f i c i e n c y  is  p a r t i a l l y  o f f s e t  b y  t h e  f a c t  t h a t  t h e  s a l e s  s y s t e m  
is  s o  d e v i s e d  a s  t o  m a k e  s u p p r e s s i o n  o f  s a l e s  i n v o i c e s  v e r y  d i f f i c u l t  b y  
r e a s o n  t h a t  t h e  s h i p p i n g  d e p a r t m e n t  w i l l  n o t  s h i p  m e r c h a n d i s e  w i t h o u t  
a n  i n v o i c e .  S u c h  i n v o i c e s  a r e  t h e n  i n d e p e n d e n t l y  c o n t r o l l e d  b y  t h e  
b i l l i n g  d e p a r t m e n t  a n d  a c c o u n t s  r e c e i v a b l e  d e p a r t m e n t  s o  a s  t o  a s s u r e  
a  p r o p e r  c h a r g e  f o r  t h e  s a l e .
5. T h e  a c c o u n t i n g  d e p a r t m e n t  i s  t h e  f i r s t  r e c i p i e n t  o f  b a n k  d e b i t  a d v i c e s  
a n d  m a k e s  t h e  e n t r i e s  r e l a t i n g  t h e r e t o  w i t h o u t  f i r s t  i n v e s t i g a t i n g .  T h e y  
a r e  t h e n  g i v e n  t o  t h e  c a s h i e r  w h o  p r e p a r e s  t h e  e n t r y  f o r  t h e  a c c o u n t s  
r e c e i v a b l e  d e p a r t m e n t  r e g a r d i n g  t h e  a d v i c e .
4 .  T h e  c a s h i e r  is  p h y s i c a l l y  l o c a t e d  a l o n g s i d e  t h e  a c c o u n t s  r e c e i v a b l e  d e ­
p a r t m e n t  a n d  h a s  a c c e s s  t o  t h e  a c c o u n t s  r e c e i v a b l e  l e d g e r  c a r d s  a n d  
s t a t e m e n t s .
5. T h e  c a s h i e r  r e c e i v e s  c u r r e n c y  f r o m  c a s h  s a l e s  a n d  is  t h e  c u s t o d i a n  o f  
p e t t y  c a s h  f u n d s ;  c u r r e n c y  r e c e i p t s ,  h o w e v e r ,  a r e  r e l a t i v e l y  i n s i g n i f i c a n t  
a n d  p e t t y  c a s h  r e i m b u r s e m e n t s  ( i n c l u d i n g  a n y  c h e c k s  c a s h e d )  a r e  m a d e  
t o  t h e  c a s h i e r  b y  t h e  c h i e f  a c c o u n t a n t  w h o  e x a m i n e s  a n y  c h e c k s  c a s h e d  
b y  t h e  c a s h i e r .
Originally prepared  
by:
R eview ed in subse­
quent examination 
by:
Name Date Comment
A l b e r t  B r o w n  J a n .  1 5 ,  1 9 4 9
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i l l .  CASH  D ISBU R SEM EN T S Auditor's verification
Yes No
Name 
and date
1. Are all disbursements, except from petty 
cash, made by check? Payroll is paid by
cash. ___ BC 1/13/49
2. Are all checks prenumbered? X “
3. Are voided checks held available for sub­
sequent inspection and properly muti­
lated? X “
4. Are checks required to be countersigned? X “
5. a. Is the signing of checks in advance
prohibited? X “
b. Is the countersigning of checks in ad­
vance prohibited? NA
6. Are authorized signatures limited to offi­
cers or employees who have no access to
accounting records or to cash? X “
7. Is the practice of drawing checks to
“cash” or “bearer” prohibited? X “
8. If not, are checks so drawn limited to
payrolls and/or petty cash reimburse­
ment? See insertion. X
9. Are monthly bank statements and paid
checks received directly by the account­
ing department? X
10. Are the bank accounts independently re­
conciled by an employee other than
those who keep the cash records? X
11. Is the sequence of check numbers ac­
counted for when reconciling the bank 
accounts? X
12. Is the practice of examining paid checks
for date, name, cancellation, and en­
dorsement followed by the employee 
reconciling the bank accounts? See in­
sertion. X
13. Are vouchers or other supporting docu­
ments presented together with the checks 
submitted for signature?
14. Do the signers make adequate investiga­
tion before signing checks? See inser­
tion. ___
15. Assuming a check-signing machine to be
in use, are the machine and signature 
plates kept under effective control? Key 
in sole possession of treasurer. X
16. Are checks mailed out without allowing
them to return to the employee who 
drew the checks or to the accounts pay­
able bookkeeper? ___
Obser­
vations Tests
Xx
X
X
X
X
X
X
X
X
X
X
X A B 1/ 15/49 X
X
X
X
X
Answer
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Auditor's verification
III. CASH DISBURSEMENTS, Continued
17. Are the vouchers or other supporting 
documents impressed with a paid stamp 
or other mark so as to prevent their use 
for duplicate payment?
18. Are transfers from one bank to another 
under effective accounting control?
Answer
Yes
Name 
and date
X  A B 1 / 1 5 / 4 9  
X  B C 1 / 1 3 / 4 9
Obser­
vations Tests
X
I n s e r t i o n s :
8 .  P a y r o l l ,  b e c a u s e  o f  u s e  o f  a r m o r e d  c a r  s e r v i c e  f o r  d e l i v e r y  o f  c u r r e n c y .
1 2 .  N o t  d a t e  o r  e n d o r s e m e n t .
1 4 .  T r e a s u r e r  e x a m i n e s  e x p l a n a t i o n s  s h o w n  o n  c h e c k  s t u b  a n d  o c c a s i o n a l l y  t e s t s  
a l l  d o c u m e n t s .
Comment on adequacy of internal control:
C o n t r o l  i s  i n a d e q u a t e  i n  t h e  f o l l o w i n g  r e s p e c t s :
1 . T h e  a c c o u n t i n g  d e p a r t m e n t  d r a w s  a l l  c h e c k s ,  m a k e s  a l l  e n t r i e s  t h e r e f o r  
a n d  m a k e s  a l l  r e c o n c i l a t i o n s  o f  b a n k  a c c o u n t s .
T h e  t r e a s u r e r  a l o n e  s i g n s  c h e c k s  w i t h o u t  e x a m i n i n g  t h e  v o u c h e r s  a n d  
d o c u m e n t s  p e r t a i n i n g  t h e r e t o .  H e  r e l i e s  o n  t h e  i n f o r m a t i o n  s h o w n  o n  
t h e  c h e c k  s t u b ,  a n d  h i s  c l o s e  c o n t a c t  w i t h  t h e  p u r c h a s i n g  d e p a r t m e n t .  
H e  t e s t - c h e c k s  t o  i n v o i c e s  a n d  a l l  d o c u m e n t s  o c c a s i o n a l l y .
3 .  T h e  c h e c k s  a r e  m a i l e d  b y  t h e  a c c o u n t i n g  d e p a r t m e n t  w h i c h  d r a w s  t h e m .
4 .  A  v o u c h e r  s t a m p  is i m p r i n t e d  u p o n  a c o p y  o f  t h e  r e m i t t a n c e  a d v i c e ,  b u t  
n o  s t a m p  is  m a d e  o n  t h e  i n v o i c e  i t s e l f .
5. T h e  a c c o u n t i n g  d e p a r t m e n t  p r e p a r e s  v o u c h e r s  f o r  t r a n s f e r  o f  f u n d s  
c h e c k s .  A u t h o r i z a t i o n  is  n o t  f i r s t  g i v e n  b y  a  m a j o r  o f f i c e r .
2 .
Originally prepared  
by:
R eview ed in subse­
quent examination 
by:
Name Date Comment
A l b e r t  B r o w n  J a n .  1 5 ,  1 9 4 9
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IN T E R N A L  C O N TR O L Q U EST IO N N A IR E
IV . P E T T Y  C ASH  FUNDS FUND NO. 1 Auditor's verification
Answer
1. Is imprest fund system in use?
2. Is the responsibility for each fund vested 
in one person only?
3. Is the custodian independent of the 
cashier or other employees handling re­
mittances from customers and other cash 
receipts?
4. Is the amount of the fund restricted so 
as to require reimbursement at relatively 
short intervals?
5. a. Has a maximum figure for individual
payments from the fund been estab­
lished?
b. If so, state maximum figure. $ NA
6. Are payees required to sign vouchers for 
all disbursements?
7. Are advances made to employees and 
I.O.U.’s properly approved?
8. a. Is the cashing of personal checks pro­
hibited?
b. If not, are such checks recashed at 
bank or included as vouchers sup­
porting request for reimbursement? 
State procedure. Latter.
9. a. Are vouchers and supporting docu­
ments checked at the time of reim­
bursement by a responsible em­
ployee?
b. Does that employee verify the unex­
pended balance of the fund?
10. Are the amounts of the vouchers spelled 
out in words as well as written in nu­
merals?
11. Are vouchers marked so as to preclude 
their re-use?
12. a. Is any part of the fund represented
by cash in bank?
b. Are checks drawn on this account 
signed by the custodian only?
13. Are checks for reimbursement made out 
to the order of the custodian?
14. Is the fund checked by surprise counts 
made by an internal auditor or other 
employee independent of the custodian?
Yes
X
X
No
Name 
and date
AB 12/31/48
X
Obser­
vations Tests
X
X
X
X AB 1/15/49 X
X
X
X
X
X
X
X
X
X
X
X
NA
X
X
X
X
X
X
X
X X
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IV. PETTY CASH FUNDS, Continued FUND N o .  1, Continued
15. Describe the operation of the fund if the 
same is in part represented by bank ac­
count. (For example, If an imprest fund, 
are all reimbursements deposited in the 
bank and a small working cash balance 
replenished therefrom, or does the custo­
dian transfer amounts from cash to bank 
and vice versa in his discretion?) N A
Comment on adequacy of internal control;
T h e r e  a r e  t w o  p e t t y  c a s h  f u n d s ,  o n e  o f  w h i c h  is  i n  t h e  c u s t o d y  o f  t h e  c h i e f  a c ­
c o u n t a n t  ( f u n d  N o .  1 )  a n d  t h e  o t h e r  i n  t h e  c o n t r o l  o f  t h e  c a s h i e r  ( f u n d  N o .  2 )  
C o m m e n t s  r e g a r d i n g  b o t h  f u n d s  a r e  s h o w n  u n d e r  F u n d  N o .  2 .
Originally prepared  
by:
R eview ed in subse­
quent examination 
b y :
Name Date Comment
A l b e r t  B r o w n  J a n .  1 5, 1 9 4 9
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IN T E R N A L  C O N TR O L Q U EST IO N N A IR E
IV . P E T T Y  C A SH  FU N DS FUND NO. 2 Auditor's verification
Answer
Yes No
1. Is imprest fund system in use?
2. Is the responsibility for each fund vested 
in one person only?
3. Is the custodian independent of the 
cashier or other employees handling re­
mittances from customers and other cash 
receipts?
4. Is the amount of the fund restricted so 
as to require reimbursement at relatively 
short intervals?
5. a. Has a maximum figure for individual
payments from the fund been estab­
lished?
b. If so, state maximum figure. $ NA
6. Are payees required to sign vouchers for 
all disbursements?
7. Are advances made to employees and 
I.O.U.’s properly approved?
8. a. Is the cashing of personal checks pro­
hibited?
b. If not, are such checks recashed at 
bank or included as vouchers sup­
porting request for reimbursement? 
State procedure. Latter.
9. a. Are vouchers and supporting docu­
ments checked at the time of reim­
bursement by a responsible em­
ployee?
b. Does that employee verify the un­
expended balance of the fund?
10. Are the amounts of the vouchers spelled 
out in words as well as written in nu­
merals?
11. Are vouchers marked so as to preclude 
their re-use?
12. a. Is any part of the fund represented
by cash in bank?
b. Are checks drawn on this account 
signed by the custodian only?
13. Are checks for reimbursement made out 
to the order of the custodian?
14. Is the fund checked by surprise counts 
made by an internal auditor or other 
employee independent of the custodian?
Name 
and date
BC 12/31/48
Obser­
vations Tests
X
X
X
X
X
X AB 1/14/49 X
X
X
NA
X
X
NA
X
X
X
X
X
X
X
X
X
X
X
X
X
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IV. PETTY CASH FUNDS, Continued F U N D  N o .  2 ,  C o n t i n u e d
15. Describe the operation of the fund if the 
same is in part represented by bank ac­
count. (For example, if an imprest fund, 
are all reimbursements deposited in the 
bank and a small working cash balance 
replenished therefrom, or does the cus­
todian transfer amounts from cash to 
bank and vice versa in his discretion?)
NA
Comment on adequacy of internal control;
7 he system is fairly adequate with the following exceptions which include de­
viations from prescribed routine:
Although the responsibility for each fund is vested in the chief accountant 
and cashier, respectively, other persons have custody of the same funds when 
the custodians are out to lunch or away from their desks. The company’s 
procedure requires authorization by the controller of every voucher before 
payment. In our tests, however, it was noted that several vouchers were 
paid from both funds without such authorization. Both custodians have 
access to cash receipts. Reimbursement to the cashier, however, for petty 
cash funds disbursed and checks cashed are made by the chief accountant 
after examining the vouchers and checks requiring reimbursement. Vouchers 
are not marked so as to preclude their re-use.
Originally prepared  
by:
R eview ed in subse­
quent examination 
by:
Name Date Comment
Albert Brown Jan. 15, 1949
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SIGNIFICANT AUDIT PROCEDURES 
PERTAINING TO CASH IN BANKS AND ON HAND
Cash in banks was reconciled at September 30, 1948, (a surprise date) 
in addition to December 31, 1948, and January 10, 1949. Receipts and 
disbursements were examined for the two monthly periods and for the 
cut-off period. T he January 10, 1949, statements were secured directly 
from the banks. Receipts from customers for a five-day period (volume 
of receipts from customers approximates eight hundred items a day) were 
checked to the accounts receivable cards, footed, and traced to the bank 
as deposits. Cash discounts, relative to these receipts, were sight-checked. 
T he cash sales account was analyzed.
All cash disbursements were checked to original documents for a one- 
m onth period. Bank debit memos regarding customers’ accounts were 
checked to the customers’ ledgers for the same period.
Petty cash vouchers were examined for a one-month period and such 
vouchers not bearing the approval of the controller, as required by 
company policy, were reviewed with him and his approval obtained. 
Particular attention was given to the vouchers supporting checks cashed 
out of the petty cash funds to verify the fact that such checks were cashed 
only for company personnel.
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IN T E R N A L  C O N TR O L Q U EST IO N N A IR E
V . M A R K E T A B L E  A N D  O TH ER  S E C U R IT Y  
IN V ESTM EN TS
1. Are securities kept in a safe deposit vault 
in the name of the company?
2. If so;
a. Does access thereto require the signa­
tures or presence of two designated 
persons?
b. Is a record maintained by the client 
of visits to safe deposit vault?
3. If not:
a. Are they kept in safekeeping by an 
independent person?
b. Are they kept in a safe place under 
control of an officer?
4. Is a record kept by the accounting or the 
financial department of each security, 
including certificate numbers?
5. Are all securities, except “bearer” bonds, 
in the name of the client?
6. Are securities periodically inspected and 
agreed with the record by internal audi­
tors or other designated officers or em­
ployees?
7. Are purchases and sales of securities 
authorized by:
a. The board of directors?
b. An officer?
c. The financial department?
8. Are securities, held for others or as col­
lateral, recorded and safeguarded in 
similar manner to those owned by the 
client?
9. Are security investments which have 
been written off or fully reserved against 
followed up as to possible realization?
10. Are satisfactory records kept to insure 
the proper and prompt receipt of income 
on securities owned?
A uditor's verification
Answer
Yes No
Nome 
and da te
Obser­
va tions Tests
Comment on adequacy of internal control;
Not applicable as there were no securities on hand at the end of the year or during 
the period under review.
Originally p rep ared  
by:
Review ed in subse­
q u en t examination 
by:
Name Date Comment
Albert Brown Jan. 2, 1949
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MEMORANDUM TO CLIENT
At the completion of our audit the partner and the senior in charge 
of the examination reviewed and discussed the system of internal control 
with the treasurer and president of the company. T he weaknesses in 
the system were emphasized and suggestions were made as to how the 
system should be revised. T he major weaknesses and suggestions dis­
cussed were made the subject of a separate letter addressed to the client 
shortly after the rendering of our report. This letter, and the memoran­
dum which accompanied it, follow.
March 16, 1949
M R . PRESID EN T
T he Textile Company 
Dear Mr. President;
We are pleased that you were able to spare several hours of 
your time to discuss with us the internal control currently in effect at 
your company. In accordance with our understanding, Mr. Brown  has 
prepared a memorandum which outlines briefly our thoughts on the 
subject. Three copies of the memorandum are enclosed herewith.
You are aware that our examination of the accounts of your 
company is made by tests and sampling, and the extent of such tests 
and sampling is dependent upon the effectiveness of the internal control 
existing in your organization. As we pointed out to you, the internal 
control must be developed from the highest official level and receive 
supervision and direction from that level.
Very truly yours,
[Name of Firm]
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MEMORANDUM ON INTERNAL CONTROL
Weaknesses
GENERAL
1. The general accounting depart­
ment is not completely separated 
from cash receipts and cash dis­
bursements functions.
2. Employees’ bond coverage is in­
adequate.
3. A family relationship exists be­
tween the chief accountant and the 
accounts payable bookkeeper and 
also between a credit executive and 
an adjustment department em­
ployee.
CASH RECEIPTS
I. No list of remittances is prepared 
by mail openers.
2. Cash receipts are not controlled by 
prenumbered receipt books.
3. Bank debit advices are entered 
without investigation.
4. Cashier has access to accounts re­
ceivable ledger cards and state­
ments.
Suggestions
1. All receipts and disbursements 
should be handled through the 
cashier’s department (one person 
to be transferred from account­
ing department to cashier’s de­
partment).
2. Increased coverage on at least 
those key employees who handle 
substantial financial transactions 
should be obtained.
3. The accounts payable bookkeeper 
and adjustment department em­
ployee should be transferred to 
other duties.
1. As items are too numerous, it 
would be impractical for the mail 
openers to prepare lists. The men 
presently preparing remittance 
slips should be detached from the 
cashier’s department, receive the 
checks from the mail openers and 
prepare remittance slips on all re­
ceipts. The checks should then be 
forwarded to the cashier for de­
posit, remittance slips on accounts 
receivable to the accounts receiv­
able department, and the other 
remittance slips to the accounting 
department.
2. Prenumbered receipts should be 
provided. Salesmen should see 
that customer receives receipt.
3. Chief accountant should investi­
gate before having entry made 
on books. Controller’s approval 
should be secured on all except 
accounts receivable items.
4. Access to accounts receivable rec­
ords should be denied to all per­
sons outside of accounts receivable 
department.
24 T H E  C P A  H A N D B O O K [C h . 16
M EM O RA N D U M  ON IN T E R N A L  C O N TR O L, Continued
Weaknesses
CASH DISBURSEMENTS
1. The accounting department draws 1. 
all checks, makes all entries, and 
reconciles bank accounts.
2. Treasurer signs checks without ex­
amining vouchers.
3. Checks are returned to accounting 
department for mailing.
4. Invoices, etc., are not marked paid.
5. Accounting department controls 
transfers of funds without prior 
official authorization.
PETTY CASH
1. Vouchers are not marked to pre­
clude re-use.
2. Various persons take over petty cash 
when regular custodians are out of 
office.
Suggestions
-4. Cashier’s department should be 
expanded to include cash disburse­
ments. Checks should be drawn 
by cashier only on approved 
vouchers. Vouchers should be 
marked paid, showing date and 
check number, and checks to­
gether with vouchers sent to trea­
surer for signature. Checks should 
go to mail department and vouch­
ers to accounting department. 
(One person should be transferred 
from accounting department to 
cashier’s department, as in Item 
I General.)
5. Cashier’s department should keep 
record of daily bank balances and 
provide treasurer with informa­
tion to enable him to direct bank 
transfers.
1. Supporting vouchers should be 
stamped “reimbursed” with date 
and check number shown. Con­
troller should check vouchers at 
time of reimbursement and occa­
sionally verify the unexpended 
balance of the fund.
2. One alternate should be desig­
nated to assist each custodian of 
the funds. Funds should be kept 
under lock when neither custo­
dian nor alternate is present.
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ILLUSTRATIVE
QUESTIONNAIRE FOR EVALUATION OF 
INTERNAL CONTROL
 
T h is  q u estio n n a ire  is p resen ted  as an ex a m p le  o f  o n e  o f  
the various tech n iq u es u sed  by C PA s in  rev iew in g  in tern a l 
con tro l. It is u sed  for gen eral in d u str ia l or com m ercia l b u si­
nesses. Such  a q u estio n n a ire  is su bject to the lim ita tio n s  
p o in ted  o u t in  the chapter, an d  sh ou ld  n o t be con sid ered  as 
a d ap tab le  to a ll s itu a tion s w ith o u t m od ifica tion .
T h is  q u estio n n a ire  p rov id es for in fo rm a tio n  as to w h o  
prepared  it, the date, e t cetera, on  each  page. It was set up  
on  8 ½  x  11 paper. In  rep rod u cin g  it, the sections h ave been  
co n tin u ed  w ith o u t startin g  each  section  on  a separate page  
or p ro v id in g  the in fo rm a tio n  as to p rep ara tion , e t  cetera, 
ex cep t on  the first page.
1
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Yes
No
I n a p p l i ­
cable
Prepared by 
D a te _____ _
Reviewed: 
Senior _
Supervisor
PETTY CASH FUNDS
1. Is the imprest fund system used?
2. Is responsibility for each fund vested in only 
one person?
3. Is the custodian independent of the cashier and 
of other employees who handle remittances from 
customers and other receipts?
4. Are the accounting records inaccessible to the 
custodian?
5. Does the custodian obtain a formal voucher for 
all disbursements made from the fund?
6. Are such vouchers executed in ink or otherwise 
in such manner as to make alterations difficult?
7. Are the amounts of such vouchers spelled as 
well as written in numerals?
8. Are the vouchers approved by a department 
head or some equivalent employee?
9. Are checks for reimbursement made out to the 
order of the custodian?
10. Are reimbursement vouchers and attachments 
canceled at or immediately following the sign­
ing of the reimbursing check, so that they can­
not be misused thereafter?
11. Are funds audited by frequent and surprise 
counts by an internal auditor or other inde­
pendent person?
12. If imprest fund is represented in whole or in 
part by bank account, has bank been notified 
that no checks payable to the company should 
be accepted for deposit?
13. Are petty cash funds restricted as to:
a. amount not exceeding requirements for dis­
bursements for a period of two weeks or less, 
and
b. expenditures of a petty nature not exceeding 
a certain fixed amount?
20. Does control over cashed checks appear ade­
quate?
21. Is there an adequate internal audit of reim­
bursement vouchers and attachments before 
reimbursement is made?
* Accounting firm. 
** Client.
2
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N o
APPENDIX C 
CASH RECEIPTS
1. If cash registers, counter sales slips, collector’s 
receipts, et cetera, function as proofs of cash 
receipts, are such proofs checked by an em­
ployee independent of the cashier?
2. Is the mail opened by someone other than 
cashier or accounts receivable bookkeeper?
3. Is a record prepared by the person opening the 
mail of the money and checks received, and is 
this record given to someone other than the 
cashier for independent verification of the 
amount recorded and deposited? (See item 7a)
4. Are each day’s receipts deposited intact and 
without delay?
5. Does someone other than cashier make the bank 
deposit?
6. If so, are the duties of that person divorced 
from customers’ ledgers?
7. Is a duplicate deposit ticket, after authentica­
tion by the bank, received by an employee in­
dependent of the cashier and of the person who 
makes the deposits? Are such authenticated de­
posit tickets compared with:
a. Record of incoming remittances?
b. The cash book?
8. Are deposits or collection items subsequently 
charged back by bank (because of insufficient 
funds, et cetera) delivered directly to an em­
ployee other than the cashier?
9. Are negotiable assets, other than currency, 
checks or drafts in custody of an employee in­
dependent of cashier?
10. Is the cashier responsible for cash receipts from 
the time they are received in his office until 
they are deposited in the bank?
11. Are all bank accounts authorized by board of 
directors?
12. Where branch offices make collections are such 
collections deposited locally in a bank account 
subject only to home office withdrawal?
20. Is the receipt of currency, as opposed to checks 
or drafts, relatively insignificant?
21. Are unsatisfactory remittances from customers 
(that is, those drawn with excessive discount 
deductions, et cetera) under adequate control if 
not deposited promptly?
22. Is it difficult for the cashier to obtain access to 
the customers’ ledgers and monthly statements?
Inappli­
cab le
Yes
3
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CASH DISBURSEMENTS
Yes
* ** N o
1. Are checks prenumbered?
2. Are voided checks kept and filed?
3. Is the sequence of check numbers accounted for 
by whomever reconciles bank balances?
4. Is a check protector used?
5. Is a check register prepared simultaneously with 
the preparation of the check by mechanical de­
vice?
6. Are authorized signatures limited to employees 
who have no access to:
a. Accounting records?
b. Cash receipts?
c. Petty cash funds?
7. Is the signing or countersigning of checks in 
advance prohibited?
8. Is the practice of drawing checks to “CASH” 
prohibited?
9. Are transfers from one bank to another under 
accounting control?
10. Are bank reconciliations made by someone who 
had nothing to do with the cash procedures, in­
cluding the signing of checks?
11. Does that employee (No. 10) obtain the bank 
statements directly from the banks?
12. Is the practice of examining paid checks for 
date, name, cancellations and endorsements fol­
lowed by those reconciling bank accounts?
13. Does supporting data accompany checks when 
they are submitted for signature? (See Purchases 
and Expenses, Item 13.)
20. Where a mechanical check signer is used, is the 
signature die under adequate control?
21. Are vouchers and supporting data effectively 
canceled to prevent subsequent misuse?
NOTES RECEIVABLE
1. Are notes confirmed periodically with customers 
by client?
2. Are notes and renewals authorized by a respon­
sible executive?
3. Is the custodian of notes independent of the 
cashier and bookkeepers?
I n a p p l i ­
cable
4
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Yes
* * *  No
4. Is negotiable collateral, if any, in custody of 
employee other than:
a. Cashier?
b. One who maintains applicable accounting 
records?
5. Are details reconciled periodically with control?
ACCOUNTS RECEIVABLE
_ 1. Are accounts independently confirmed by clients’
personnel with customers?
_ 2, Are the accounts aged periodically for review?
_ 3. Are disputed items handled by someone other
than accounts receivable bookkeepers?
_ 4. Are write-offs of bad debts and adjustment
credits approved by an officer?
_ 5. Are credit memoranda approved by proper au­
thority and are they under numerical control?
_ 6. Is approval of credit department a prerequisite
to payment of customer credit balances?
_ 7. Are monthly statements sent to all customers?
_ 8. Are statements checked independently to ac­
counts and kept under control to insure their 
being mailed by someone other than the ac­
counts receivable bookkeeper?
_ 9. Are customer accounts balanced regularly with
control?
_ 10. Are delinquent accounts reviewed periodically
by an officer?
_ 11. Are the duties of the accounts receivable book­
keeper separate from any cash functions?
_ 12. If there is more than one accounts receivable
bookkeeper are the account sections for which 
they are responsible changed from time to time?
_ 13. Are cash postings made simultaneously with the
posting of the cash receipts records by means of 
a machine bookkeeping device?
_  14. Are allowances for discounts in violation of
regular terms of sale specifically authorized by 
a responsible official?
_  20. Is the collection department independent of
and does it constitute a check on accounts re­
ceivable bookkeepers?
_  21. Is the management of the credit department
completely divorced from the sales department?
_  22. Is proper control exercised over bad debts after
they have been written off?
Inappli­
cable
5
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Yes
No
I n a p p l i ­
cable
IN V E N T O R IE S
1. A re p e rp e tu a l  in v en to ry  reco rd s m a in ta in e d  w ith  
resp ec t to  th e  fo llo w in g  classes of in v en to ries :
a. R aw  m ate ria ls  a n d  supplies?
b. W o rk  in  process?
c. F in ish e d  stock?
2. A re  a ll m a te ria l  p u rch ases d e liv e red  to  c en tra l 
stores (as o p p o se d  to  d irec t d e liv e ry  to  p ro d u c ­
tio n  un its)?
3. I f  so, a re  th e  stores reco rd s m a in ta in e d  by  em ­
ployees fu n c tio n a lly  in d e p e n d e n t  o f th e  stores 
keepers?
4. A re  p e rp e tu a l  in v e n to ry  reco rd s checked  by 
physical in v en to rie s  a t least o nce  each year?
5. A re  such  physical co u n ts  ta k e n  by  em ployees 
in d e p e n d e n t  of:
a. Stores keepers?
b. T h o se  re sp o n sib le  fo r m a in ta in in g  p e rp e tu a l  
records?
6. Is th e re  w r i t te n  a p p ro v a l by  a re sp o n sib le  em ­
p loyee  o f a d ju s tm e n ts  m ad e  to  p e rp e tu a l  reco rd s 
based  u p o n  physical inven to ries?
7. D oes system  in c lu d e  p ro v is io n  fo r p e r io d ica l re ­
p o r t in g  to  re sp o n sib le  em p loyee  of:
a. S low -m oving item s?
b. O b so le te  item s?
c. O verstocks?
8. A re th e  fo llo w in g  classes o f in v en to r ie s  u n d e r  
a c c o u n tin g  co n tro l:
a. C on sig n m en ts-o u t?
b. M a te ria ls  in  h a n d s  of su p p lie rs , processors, 
e t cetera?
c. M erch an d ise  sh ip p e d  o n  m em o ran d u m ?
9. Is m erch an d ise  o n  h a n d  w h ich  is n o t  th e  p r o p ­
e rty  o f  c lie n t (cu sto m ers’ m erch an d ise , co n ­
signm en ts-in , e t ce tera) p h ysically  seg reg a ted  
a n d  u n d e r  a c c o u n tin g  con tro l?
10. As to  year-en d  in v en to ries :
a. A re  w ritte n  in s tru c tio n s  p re p a re d  fo r  g u id ­
ance  o f p a r tic ip a tin g  em ployees?
b. A re  th e  fo llo w in g  steps double-checked?
Q u a n tity  d e te rm in a tio n s?
S u m m ariza tio n  o f q u a n titie s?
U n it  conversions?
Prices used?
E xtensions?
A dditions?
S u m m ariza tio n s o f  d e ta ile d  sheets?
20. Is th e re  effective c o n tro l o v e r th e  acc u m u la tio n  
a n d  sale o f scrap?
6
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INVESTMENT SECURITIES
Yes
No
Inappli­
cable
6 .
7.
9.
Are securities kept under lock and key?
Are they kept in a safe deposit vault?
Is it necessary for more than one person to be 
present to open the box and are such persons 
independent of record-keeping?
Are securities inspected periodically?
Are securities in the name of the company?
Is a record kept by the accounting department 
of each security, including certificate numbers? 
Are purchases and sales authorized by:
a. an officer?
b. the board of directors?
Are securities held for others or as collateral 
recorded properly and segregated?
Are securities which have been written off or 
for which a full reserve has been provided 
followed up as to possible realizability?
PROPERTY, PLANT AND EQUIPMENT
________  1. Are plant ledgers maintained?
_______  2. Are they balanced at least annually with general
ledger controls?
_______  3. Are capital expenditures preauthorized by the
board of directors or some authoritative man­
agement group?
_______  4. If so, are actual expenditures later compared
with the authorized estimates?
_______  5. If capital expenditures are not preauthorized,
are actual expenditures approved by the board 
of directors or one or more officers?
_______  6. Is approval necessary to scrap items?
_______  7. Does the client:
a. Take periodical inventory of plant items?
b. Have periodical appraisals made for in­
surance purposes?
________ 20. Does client have a well-defined policy to govern
accounting for capital additions as opposed to 
maintenance and repairs?
_______  21. Are retirements reported in a routine manner
which provides reasonable assurance that they 
will be treated properly in the accounts?
22. Is control of scrapped items maintained to in­
sure reporting of sales thereof?
_______ 23. Is a satisfactory system in effect for the safe­
guarding of small tools?
7
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Yes
*  * *
NOTES PAYABLE
1. Are borrowings authorized by board of direc­
tors?
2. Are the banks from which funds may be borrowed 
mentioned specifically in the minutes?
3. Are the officers empowered to borrow specifically 
named in the minutes?
ACCOUNTS PAYABLE
Is the voucher register (or account payable 
ledger) reconciled regularly with the general 
ledger control?
Are statements from vendors compared regularly 
with recorded liabilities?
2 .
3.
4.
Are adjustments of recorded accounts payable 
required to be supported by executive approval? 
Are debit balances handled by the credit de­
partment?
CAPIT AL STOCK, ET CETERA
1 . Does client employ independent registrar and 
transfer agents?
2. If not:
a. Are unissued certificates and stock certificate 
stubs in custody of an officer?
b. Are surrendered certificates effectively can­
celed?
c. Are stamps properly attached for original 
issues and transfers?
3. Does the client employ independent dividend 
paying agents?
20. If answer to question 3 is “no,” is proper control 
apparently exercised in preparing, mailing and 
accounting for unclaimed dividend checks?
SALES
Are customers’ orders subjected to review and 
approval before acceptance:
a. By sales or order department?
b. By credit department?
Are shipping advices prenumbered?
8
I n a p p l i ­
cable
Yes
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* **  N o
3. Are invoices checked for accuracy of
a. Quantities billed?
b. Prices used?
c. Extensions?
d. Terms?
4. Are they compared with the customers’ orders?
5. Are returned items cleared through receiving 
department?
6. Are invoices summarized and classified by a de­
partment other than the accounting department 
in a manner to provide a check on recorded 
sales?
7. Are the following classes of sales cleared and 
recorded in the same manner as sales to cus­
tomers:
a. Sales to employees?
b. Scrap and waste sales?
c. C.O.D. sales?
d. Cash sales?
8. Can units of sales be correlated with purchases 
(or production) and inventories?
20. Is there an adequate check on freight allow­
ances?
GENERAL
1. Do our records include a chart of client’s or­
ganization?
2. Is it up-to-date?
3. Are officers’ and employees’ duties reasonably 
fixed as to responsibility?
4. Are accounting manuals in use?
5. Is the accounting department function com­
pletely divorced from:
a. Sales?
b. Manufacturing?
c. Purchasing?
d. Cash receipts and disbursements?
e. Insurance?
6. Does the client have;
a. A controller?
b. An in te rn a l  aud ito r?
7. Do we review:
a. T h e  p r ogr am  of the  in te rn a l  aud ito r?
b. The rep o rts  of the  in te rn a l  aud ito r?
8. Ate  em p lo y ees’ du ties  ro ta ted?
I n a p p l i ­
c a b le
9
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Yes
*  * *  N o
9. Are all employees required to take vacations?
10. Are all employees in positions of trust bonded?
11. Are the amounts of the bonds, as listed in our 
working papers, apparently adequate?
12. Are known relatives so employed as to make 
collusion improbable?
13. Are the books of account apparently:
a. Adequate for the business?
b. Kept up-to-date?
c. Balanced at least monthly?
14. Do internal reports to the operating manage­
ment appear to be adequate to bring to light 
abnormal financial figures and other discrep­
ancies?
15. Are expenses and costs under budgetary con­
trol?
16. Does some responsible employee periodically 
review insurance coverage?
17. Are journal vouchers approved by a responsible 
employee?
18. Are journal vouchers or entries in journal ex­
plained adequately or supported by substantiat­
ing data?
19. Does accounting control exercised over branch 
operations appear to be adequate?
20. Are any of the officials also executives of other 
business enterprises (other than known affiliates) 
with which the client does business?
21. Are there any bank accounts in the name of the 
corporation or employees’ associations which 
are not recorded on the books?
PAYROLLS
1. Is preparation of payroll distributed among a 
number of employees?
2. Are the duties of those preparing the payroll 
rotated?
3. Are clerical operations in preparation of pay­
rolls double checked before payment?
4. Is time record made on time clocks?
5. Are all changes in rates, additions and dismissals 
authorized?
6. Are time tickets checked to or compared with:
a. Production schedules?
b. Payroll distribution?
Inappli­
cable
Y e s
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7.
8.
9.
10.
11.
12.
13.
14.
15.
16.
17.
18.
20.
D o fo rem e n  sign  th e  w eekly  p a y ro ll sheets? 
A re em ployees p a id  by check?
If  answ er to  8 is “Yes,” a re  th e  checks p re ­
n u m b ered ?
A re p ay ro ll checks sig n ed  by em ployees w ho d o  
n o t p a r tic ip a te  in:
a. T h e  p re p a ra tio n  of th e  payro ll?
b. C u sto d ian sh ip  of cash funds?
c. M a in te n a n c e  o f a c c o u n tin g  records?
A re p ay ro ll d isb u rsem en ts  m ad e  fro m  an  im ­
p re s t b a n k  acc o u n t re s tr ic te d  to  th a t  p u rpose?  
A re checks w ritte n  o n  m ach in es w ith  a u to m a tic  
totals?
A re rece ip ts  o b ta in e d  from  em ployees?
D oes c lie n t have a n  in d e p e n d e n t  p ay  ag en t (fo r 
ex am p le , a rm o re d  car o r o th e r  service?)
If  n o t:
a. A re  p aym asters ro ta te d  a t v a ry in g  in tervals?
b . A re  p ay m asters’ fu n c tio n s  in d e p e n d e n t  of 
p ay ro ll p re p a ra tio n ?
c. Is th e  p ay m aste r  acco m p an ied  by  a p e rso n  
w ho  has n o th in g  to  do  w ith  th e  p re p a ra tio n  of 
th e  payro ll?
Are sa lary  ro lls  a n d  spec ia l p ay ro ll item s ( th a t 
is, advances, etc.) su b je c ted  to  th e  sam e c ritica l 
ro u t in e  as re g u la r  paym ents?
A re re co n c ilia tio n s  of p ay ro ll b a n k  acco u n ts  
m ad e  by  em ployees w hose d u tie s  are u n re la te d  
to  th e  p ay ro ll d e p a rtm e n t?
Does p ro c ed u re  fo llow ed  w h en  re co n c ilin g  p ay ­
ro ll b a n k  accoun ts in c lu d e  th e  ch eck in g  of 
nam es on  p ay ro ll checks a g a in s t p ay ro ll reco rds 
a n d  th e  e x a m in a tio n  o f en d o rsem en ts  o n  checks? 
Is p ro p e r  co n tro l exerc ised  o ver back  p ay  a n d  
u n c la im e d  wages?
P U R C H A S E S  A N D  E X PE N S E S
1. D oes th e  c lie n t have  a p u rc h a s in g  d e p a rtm e n t?  
I f  so, is i t  d iv o rced  from :
a. T h e  a cc o u n tin g  fu n c tio n ?
b. T h e  rece iv in g  fu n c tio n ?
c. T h e  sh ip p in g  fu n c tio n ?
2. A re  a ll p u rch ases m ad e  o n  p u rc h ase  orders?
3. A re  th e  p u rch ase  o rd e rs  p re n u m b e re d ?
I n a p p l i ­
c a b l e
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Yes
* ** No
4. Does a copy of th e  rece iv in g  r e p o r t  go d irec tly  
to  th e  a cc o u n tin g  d e p a rtm e n t?
5. A re rece iv in g  ticke ts p re n u m b e re d  a n d  is a 
p e rm a n e n t  re co rd  k e p t in  th e  re ce iv in g  d e p a r t ­
m en t?
6. A re  r e tu rn e d  p u rch ases  c leared  th ro u g h  th e  
sh ip p in g  d e p a rtm e n t?
7. A re invoices checked  in  th e  a cc o u n tin g  d e p a r t ­
m e n t against:
a. P u rch ase  orders?
b. R e ce iv in g  reports?
c. In sp e c tio n  rep o rts?
8. Is th e re  a d e fin ite  (su p p o rte d  by  ev idence) r e ­
sp o n s ib ility  fo r  ch eck in g  invoices as to;
a. Prices?
b. E x tensions?
c. F re ig h t charges?
9. A re p u rch ases m ad e  fo r  em ployees c lea red  
th ro u g h  th e  p u rc h a s in g  d e p a r tm e n t in  a ro u tin e  
m an n e r?
10. A re v o uchers p re p a re d  fo r all p u rch ase  a n d  ex ­
pense item s?
11. A re d is tr ib u tio n s  estab lish ed  by re sp o n sib le  em ­
ployees?
12. Are d is tr ib u tio n s  rev iew ed  a t o r  p r io r  to  th e  
tim e vou ch ers  are a p p ro v e d  o r paid?
13. A re v o u ch ers fo r p u rch ases a n d  ex penses ex ­
a m in e d  by  a resp o n sib le  officer o r  em ployee  
to  a sce rta in  com p le ten ess of a tta c h m e n ts  a n d  
v arious re q u ire d  ap p rovals?
14. Is p o stage  m ete red ?
Inappli­
cable
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INTERNAL CONTROL AND ACCOUN TIN G PROCEDURES
A general summary of the company’s system of internal control and 
accounting procedures is submitted in succeeding pages. Such informa­
tion was obtained from our perm anent file relating to this subject which 
is brought up to date each year for any im portant changes noted during 
our review of the company’s internal control and accounting procedures.
An organization chart showing the general location of authority and 
responsibility for principal operating, financial and accounting functions 
is shown in Chart III, page 3.
No internal auditors are employed by the company.
T he following principal accounting records are maintained:
1. The general ledger.
2. Journal voucher register (all journal entries 
are approved by the comptroller).
3. Cash receipts and disbursements records.
4. Payroll records.
5. Profit-and-loss ledger.
6. Accounts receivable subsidiary ledgers.
7. Voucher register.
8. Investment record.
9. Capital estimate ledger.
10. Property ledger.
11. Cost accounting records.
12. Perpetual inventory records.
Sales and Revenues
T he flow of accounting documents from the receipt of orders from 
customers to the shipping and billing of merchandise is displayed on 
Chart IV (page 4) and Chart V (page 5).
T he charts indicate that generally the system of internal control is 
good. To highlight some of the more im portant controls, it is noted that 
sales orders are approved by the credit department; invoices are mailed 
by the invoicing departm ent which is entirely separate from the accounts 
receivable and shipping departments; the invoicing departm ent prepares 
a summary for posting to general ledger control accounts; individual 
postings are made to the customers’ accounts from the invoices by the 
accounts receivable department; control is established over the merchan­
dise shipped from the plant or warehouse by reconciliation of the ship­
ments with sales data taken from the invoices; and, the general ledger 
bookkeeper controls postings to accounts receivable, sales, inventories, and 
cost of sales.
Credit memoranda, issued to customers for returns or allowances on 
merchandise damaged or lost in transit, are prepared only when certain 
documentary evidence is received. Returns are controlled by receiving 
reports which follow generally the procedures outlined on Chart IV for 
shipping notices. Customers’ claims are received by the sales departm ent
2
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C H A R T  IV
FLOW OF DOCUMENTS WHEN SALES ARE MADE BY S ALESM EN 
AND BILLING IS PREPARED BY COMPANY
4
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CHART V
FLOW OF DOCUMENTS W HEN S A LE S  ARE M A D E  B Y BROKERS 
BROKERS BILLING OR COMPANY BILLING
5
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FLOW OF CASH R EC EIP TS
CHART VI
6
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w here the fre ig h t b ills  or tru ck m en ’s receip ts sh o w in g  “d am aged ” 
d eliver ies  are ex a m in ed . I f  cla im s appear reason ab le , the sales m anager  
n otes h is  ap p rova l on  the d ocu m en ts an d  forw ards th em  to an “ad ju st­
m en t” clerk  in  the in v o ic in g  d ep artm en t. T h is  clerk  ex a m in es  the d o cu ­
m en ts for ap provals an d  prepares cred it m em oran d a  for p o stin g  to the  
cu stom ers’ accounts. N o  on e, h ow ever, review s or con tro ls the cred it  
m em oran d a  issued  by the a d ju stm en t clerk. T h is  is a w eakness.
T h e  a d ju stm en t clerk  prepares cla im s aga in st carriers for a llow an ces  
m ad e to custom ers o n  m erch an d ise  d am aged  or lo st in  transit. T h e se  
cla im s are ap p roved  by the ch ie f  accou n tan t.
Notes and Accounts Receivable
R eferr in g  to the organ iza tion  chart, p age 3 h ereof, the accoun ts rece iv ­
ab le  an d  the in v o ic in g  d ep artm en ts are u n d er the con tro l o f  the ch ie f  
a cco u n ta n t (refer a lso  to  C harts IV  an d  V, pages 4 an d  5, resp ectively ).
A s in d ica ted  on  C hart V I (page 6), cash receip ts from  custom ers are 
p rep ared  for d ep o sit  by the co lle c tio n  clerk, a lso u n d er the co n tro l o f the  
ch ie f accou n tan t. T h is  is a w eakness, as the cash receip ts sh o u ld  be  
p rep ared  for d ep o sit  by the cash ier u n d er the co n tro l o f the treasurer. 
F urth erm ore, the receip ts sh o u ld  n o t  pass th rou gh  the h an d s o f  so m any  
em p loyees w ith o u t  first b e in g  lis ted  or reg istered  for con tro l at the tim e  
o f receip t.
F or co n v en ien ce  in  p o stin g  an d  to loca lize  errors, the accoun ts rece iv ­
ab le  ledgers are d iv id ed  in to  fou r  subsid iary  ledgers. B o o k k eep in g  
m ach in es are u sed  to  p ost to accoun ts rece ivab le  led ger  cards. T h e  
m ach in es a ccu m u la te  “ ta lly ” or sum m ary tota ls for each  b atch  o f in vo ices  
or for each  cash co llec tio n  sh eet p osted  to  the d e ta il accounts. T h e se  
tota ls are p osted  by the b o o k k eep in g  m a ch in e  op erator  to a subsid iary  
co n tro l card in  the fron t o f each  led ger  after ch eck in g  w ith  totals sh ow n  
o n  the in v o ice , r eca p itu la tio n s  an d  the cash co lle c tio n  sheets. A ged  trial 
b alances are prep ared  m o n th ly  an d  the tota ls th ereo f are agreed  by the  
g en era l led ger  b ook k eep er w ith  the g en era l led ger  co n tro l accounts. T h e  
o p en  accou n t b a lances o n  the tria l b a lan ces com p rise ap p ro x im a te ly  
th ir teen  h u n d red  active accounts.
M o n th ly  o p en -item  statem ents, p repared  by the accou n ts receivab le  
d ep a rtm en t o n ly  for those accoun ts h a v in g  past d u e am oun ts, are m a iled  
by th at d ep artm ent.
U n c o lle c t ib le  or d o u b tfu l accoun ts are transferred  from  accoun ts  
rece ivab le  to a separate g en era l led ger  co n tro l accoun t. T h e  cred it  
m anager is the o n ly  person  au th orized  to effect such  transfers. D o u b tfu l  
accoun ts are charged  to the reserve for bad  d ebts o n ly  as au th orized  by  
the cred it m anager an d  ap proved  by the ch ie f  acco u n ta n t w h en  o n e  o f  
the fo llo w in g  co n d itio n s  exists:
1. Debtor has failed or cannot be located.
2. Company’s counsel states account is uncollectible.
3. Notification is received of final liquidating dividend.
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Costs and Expenses of Operation 
Purchase Procedures— Corn
Corn is purchased under contract by the purchasing departm ent from 
brokers, elevators, and grain dealers at quoted “price f.o.b. Chicago’’ for 
# 2  yellow (a top grade), less adjustments for moisture content, damage 
and foreign materials, and weighing and inspection charges. For example, 
a carload of corn, purchased on December 20, 1946, from a vendor located 
in Armstrong, Iowa, was quoted at that date at a price of $ 1.33 per 
bushel for # 2  yellow, f.o.b. Chicago. W hen the car was delivered to the 
company’s plant, it was weighed and tested as to grade and moisture 
content by a state grain inspector accompanied by the company’s corn 
elevator foreman who prepared a receiving report. T he inspector issued 
a certificate stating that the corn was “sample grade’’ with a moisture 
content of 25.4%. According to a table showing the conversion factors, 
the adjustm ent of a # 2  yellow Chicago price to a sample grade Chicago 
price, having a moisture content of 25.4%, resulted in a reduction of 
$.2275 in the “Chicago price’’ per bushel. T he purchase price was com­
puted as follows:
“Price f.o.b. Chicago,” # 2  yellow
Less adjustment for “sample grade,” 
having a 25.4% moisture content
Net unit price
2140.4 bushels unloaded at $1.1025 
Less adjustment for freight from
Armstrong, Iowa, to Chicago and 
weighing and inspection charges
Add freight from Armstrong, Iowa, 
to Des Moines, Iowa
1.3.300 per bu. 
.2275 do
1.1025 do
$2,359.79
292.12
$2,067.67
244.31
Net purchase price
(2140.4 bushels at $1.08) $2,311.98
It is the practice of vendors to draw drafts on the company for amounts 
up to 80% of the value of the corn shipped. T he drafts, with bills of 
lading attached, are obtained at the company’s bank each morning by a 
messenger. T he drafts are reviewed by the company’s cashier, entered in 
a draft register and forwarded to the purchasing agent for comparison 
with the purchase contract. If the drafts are in accordance with the 
contract terms, the purchasing agent indicates his approval on the drafts 
and returns them to the cashier who separates the bills of lading from the 
drafts. T he drafts are turned over to the voucher section for entry in the 
voucher register as a credit to vouchers payable and a debit to an
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advances on corn contracts account. Checks in payment of the drafts are 
then prepared and signed. A messenger takes the checks and the drafts 
to the bank where the drafts are stamped “paid” and returned to the 
company.
T he bills of lading are recorded in a loose-leaf record. Prior to releasing 
railroad cars to the company, a railroad agent signs the loose-leaf record 
as a receipt for the bills of lading which are turned over to him.
T he “paid” drafts are entered in an “account sale” journal kept by 
the accounting department. From this journal, the amounts of the drafts 
are charged to individual vendors’ accounts kept in a subsidiary “corn 
ledger.”
A settlement report or “account sale” is prepared by the purchasing 
departm ent and checked by the accounting departm ent for corn received 
daily from each vendor. T he report reconciles the Chicago price to the 
purchase price as previously outlined. T he amounts of the drafts paid 
are deducted from the reports to obtain the amounts of net settlements 
due the vendors. Vouchers are prepared for the net amounts due and are 
entered in the voucher register by the voucher section as a charge to the 
advances on corn contracts account. Checks are then prepared, signed, 
and forwarded to the vendors, together with copies of the settlement 
reports.
T he net amounts of final settlements and the amounts of the purchase 
prices, as shown on copies of settlement reports, are entered in the 
“account sale” journal. T he amounts of drafts paid have already been 
entered in this journal, as previously explained. From the “account sale” 
journal, entries are made to the vendors’ accounts in the corn ledger 
debiting the various accounts with the net amounts of final settlements 
and crediting them with the amounts of the purchase prices, to balance. 
At the end of each month, an entry is made in the general ledger debiting 
purchases account and crediting advances on corn contracts account for 
the total of the purchase prices as shown by the “account sale” journal.
T he total of a trial balance of the corn ledger is reported monthly to 
the general ledger bookkeeper for comparison with the balance of the 
advances on corn contracts controlling account in the general ledger.
Purchase Procedure— Other than Corn
Purchase requisitions require the approval of the p lant superintendent, 
plant engineer, or other departm ent head. All requisitions are forwarded 
to the stores accounting departm ent to determine whether or not the 
items requested are carried in stock. If not, the requisitions are so noted 
and forwarded to the plant manager for approval and then to the 
purchasing department.
In  th e latter department, the purchasing agent checks th e requisitions 
for the necessary approvals and a clerk, by reference to purchase cards
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filed by commodities, and to catalogs, selects various vendors from whom 
purchases have been made and from whom the current requisitions 
should be ordered. Large purchases of raw materials and supplies are 
made under contracts which have been reviewed by the m anufacturing 
vice president. Bids are requested from several prospective vendors on all 
large purchases.
Purchase orders, signed by the purchasing agent and prepared in 
quadruplicate, are distributed as follows:
Original copy mailed to the vendor.
Second copy retained by the purchasing agent.
Third copy forwarded to the receiving department.
Fourth copy forwarded to the voucher section.
T he receiving departm ent’s copy of the purchase order shows the 
quantities ordered. W hen materials are received they are counted or 
weighed by unloading crews who are not aware of the quantities ordered. 
T he crew foreman enters the quantities and descriptions of the goods 
received on a “goods received sheet.” These sheets are checked by the 
receiving departm ent foreman to copies of the purchase orders and, if no 
differences are disclosed, receiving reports are prepared, a copy of which 
is forwarded to the voucher section.
If, on unloading a railroad car or a truck, damaged material or broken 
seals are found, a “W eighing and Inspection Bureau Agent” employed 
by a private independent concern is called to observe the damaged goods 
or, in the case of broken seals, the unloading. A certificate is obtained 
from the agent to support a claim which is prepared and filed against 
the carrier by the accounting department.
Invoices received by the company are first delivered to the purchasing 
agent who checks the prices, terms and description of the merchandise 
against the purchase order. (This weakness is offset to the extent that 
this work is duplicated in the voucher section, as indicated below.) 
Invoices are then forwarded to the voucher section where a comptometer 
operator checks the extensions and footings thereon and stamps the 
invoices to indicate the performance of her work.
T he invoices and the voucher section’s copies of the receiving reports 
and purchase orders are matched by a clerk in the voucher section who 
has no other duties.
Invoices received from carriers are forwarded to the traffic departm ent 
where freight charges on incoming and outgoing shipments are checked 
with the related bills of lading. Weights, rates, and extensions are also 
checked in the traffic department. This checking is noted on the freight 
bills which are forwarded to the voucher section.
A clerk in the voucher section calculates the discounts on all invoices 
and prepares a voucher which indicates the distribution of the charges. 
T he vouchers with supporting documents are presented to the head of 
the voucher section who reviews the typing, calculations, and distributions
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prior to his approval. T he vouchers are then entered in the voucher 
register and assigned a num ber and filed by due date. T he account distri­
bution is also entered in the voucher register. Postings are made to detail 
records, that is, inventories, properties, profit and loss, et cetera, from the 
vouchers and supporting documents.
On the due date, the vouchers together with supporting documents are 
delivered to the cashier, who reviews them and indicates his approval 
on the vouchers. Checks are then prepared and entered in the cash 
disbursements books. T he cashier stamps the vouchers and supporting 
documents “paid” after countersigning the checks. T he checks, vouchers 
and supporting documents are then presented to an official of the com­
pany authorized to sign checks. This official, after signing the checks, 
stamps his initials on all supporting documents and returns the checks, 
vouchers and supporting documents to the cashier who places the checks 
in envelopes for mailing and returns the vouchers and documents to the 
voucher section for entry of payments in the voucher register and filing. 
(Weakness: checks should not be returned to the cashier for mailing.)
As shown by the voucher register, the monthly totals of vouchers and 
the account distributions entered therein are furnished by the voucher 
section to the general ledger bookkeeper for entry in the respective general 
ledger control accounts.
At the end of each month, the total of a trial balance of the unpaid 
vouchers in the voucher register is furnished by the voucher section to 
the general ledger bookkeeper for checking with the balance in the 
general ledger control account.
Payroll Disbursements— Plant
Plant employees are hired by a p lant personnel director. An employ­
ment record card, prepared for each employee hired, is approved by the 
personnel director, the plant manager, and the departm ent superin­
tendent. Employees are paid at hourly rates, by check, each Tuesday for 
the period from Monday through Friday of the preceding week. Wage 
rate changes are approved by the plant manager. Individual wage rate 
changes are reported by the plant manager to the paymaster’s departm ent 
on a “change ticket.” Most rate changes, however, are general and cover 
types of jobs or operations. Such changes are approved by the plant 
manager who forwards a memorandum to the paymaster’s office stating 
the new rates and the jobs or operations to which they apply.
Employment cards, received by the paymaster’s department, provide 
authority for issuing a time clock card to the new employees.
From the time clock cards of the employees under their supervision, 
the several foremen prepare daily a “foreman’s time book” for account 
distribution. These books together with the time clock cards are for­
warded to the timekeeper’s office where they are compared. T he time­
keeper restores the time clock cards to the time clock racks and delivers
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the foremen’s time books to the paymaster who enters the information 
daily on payroll sheets. T he foremen’s time books are then returned to 
the foremen.
At the end of each week, the timekeeper prepares from the time dock 
cards a summary of hours worked during the week by employees and 
by departments. T he total payroll hours for each employee as shown by 
the timekeeper’s summary are compared by the p aymaster with the total 
payroll hours shown  on his payroll sheets.
Basic information shown on employment record cards, such as rates 
of pay, deductions for insurance, savings bonds, et cetera, is entered on 
the payroll sheets by the paymaster’s departm ent and the gross and net 
pay is computed and extended thereon. A payroll cost summary, showing 
the distribution of payroll costs to operations and departments, is also 
prepared from the payroll sheets by the paymaster’s departm ent. This 
distribution summary is used by the cost accounting departm ent to 
distribute payroll costs. All computations are rechecked in the pay­
master’s department.
The paymaster’s departm ent prepares the payroll checks which are 
entered in a check register. T h e unsigned checks, together with a request 
for transfer of funds to the payroll bank account for the net am ount of 
the payroll, are forwarded to the cashier who runs an adding machine 
tape of the checks for a comparison of the total thereof with the total 
of the transfer request. T he checks, requiring only one signature, are 
signed by an official of the company. However, checks transferring funds 
from a general banking account to the payroll bank account requ ire two 
signatures. T he payroll checks are returned to the paymaster’s departm ent 
for distribution by the paymaster. (This is a weakness; the checks should 
be distributed by someone not connected with the paymaster’s departm ent 
or the treasurer’s department.)
Unclaimed checks are retained by the paymaster for a period of three 
months at which time they are turned over to the cashier for deposit in 
a regular banking account, unclaimed wages account being credited with 
the am ount deposited. There have been relatively few credits in recent 
years to unclaimed wages account for plant payrolls.
Payroll Disbursements— Office
Officers, office employees, salesmen, plant and assistant plant superin­
tendents, and the plant engineer are paid from a private payroll. Officers 
of the company are paid monthly, at the end of the month, by check. 
O ther employees are paid semimonthly on the 1st and 15th of each 
month, office clerks being paid by cash and the salesmen, p lant superin­
tendents and assistants, and plant engineer being paid by check.
W hen an employee is hired by the personnel director, an employee’s
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record card is prepared and forwarded to the private payroll clerk. These 
cards, together with salary rate “change tickets” approved by the plant 
manager or an official in charge of the respective departm ent and a vice 
president, provide basic information from which the payrolls are prepared.
T he payroll clerk using the employees’ record cards and “change 
tickets” prepares the payroll on a columnar loose-leaf form. Since no time 
cards or clocks are used, the payroll clerk has no means of determining 
whether employees have worked or not. T he clerk relies entirely on infor­
mation on the record cards and from notification of all terminations or 
appointments received from the personnel director. After the payrolls are 
computed and totaled, the clerk prepares the payroll checks for those 
employees being paid by check, has the checks signed by the treasurer, 
and distributes the checks himself. On cash payrolls, a voucher prepared 
and approved by the clerk showing the accounting distribution of the 
payroll is given to the cashier who draws a check, cashes it and turns 
the cash over to the payroll clerk. T he cash is inserted in pay envelopes 
which are distributed by the payroll clerk. No receipts are requested from 
the employees. Unclaimed wages, if held by the payroll clerk for a period 
of three months, are deposited in the bank by the cashier and credited to 
an unclaimed wages liability account. There have been no credits in a 
num ber of years to the unclaimed wages account for office payrolls. T he 
payroll clerk reconciles the private payroll bank account.
Suggestions to strengthen weaknesses in the private payroll system are 
summarized as follows:
1. The payroll bank account should be reconciled by someone not connected 
with the preparation of the payroll.
2. All payrolls should be paid by check or, if this is not feasible, receipts for 
cash payrolls should be obtained from employees.
3. Payroll checks and cash should be distributed by an employee not connected 
with the preparation of the payrolls.
4. Time sheets requiring the approval of the various department heads should 
be prepared and forwarded to the payroll clerk for use in connection with 
the preparation of the payroll.
5. Computations, footings, extensions, et cetera, should be checked by another 
employee.
Manufacturing Costs
T he company does not prepare operating budgets. However, a pro­
duction control is established on the basis of quantity sales estimates 
prepared for each of the two sales territories. Production is regulated 
according to anticipated demand as indicated by the sales estimates.
T he cost accounting system is a continuous process cost system. T he 
cost of raw materials placed in production is determined on a “first-in, 
first-out” basis. T he processing operations are outlined in Chart II. Costs 
are accumulated by operations and by departments. W ithin each depart-
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ment, costs are further classified according to the nature thereof and 
distributed to the various grades and types of products.
T he first process, known as “wet m illing,” is the cleaning and steeping 
(soaking) of the corn kernels and separation of the kernels into their 
different substances. Starch is obtained from this process together with 
feeds and crude corn oil as by-products.
T he costs of the “wet m illing” process are as follows:
1. Direct processing labor
2. Direct processing expenses, that is, water, steam, and 
power (charged on a metered basis).
Corn and other raw material costs are not charged to this process. T he 
direct processing labor and expenses indicated above are charged to the 
“wet m illing” process only for control purposes and comparison of 
monthly un it costs of corn handled. T he “wet m illing” costs, including 
corn and other raw material costs, and overhead costs are allocated to 
three departments using the starch. T he allocation is the ratio of monthly 
production of each of the three departments to the total production 
converted to a dry starch substance weight. T he three departments (refer 
to C hart II) are starch, glucose and sugar.
T he by-products (feeds and crude corn oil) produced in the “wet 
m illing” process are priced at market and the starch, glucose, and sugar 
departments, are credited with their portion of the total market value 
thereof allocated on the ratio of monthly production of each of the three 
departments to the total production converted to a dry starch substance 
weight.
T he dextrin departm ent uses starch as a raw m aterial to produce 
dextrins used as a paste, gum or adhesive. Starch transferred to the 
dextrin departm ent is credited to the starch departm ent and charged to 
the dextrin departm ent at cost to the former.
In  the glucose departm ent, the starch derived from the “wet m illing” 
process is converted into corn syrup unmixed, most of which is sold in 
that form. A small amount of the corn syrup is refined in the syrup 
departm ent and sold to bakers, brewers, and confectioners. Corn syrup 
is charged by the glucose departm ent to the syrup departm ent at market 
price to outside customers buying like quantities.
In  addition, direct departm ental processing costs are charged to the 
respective departments. W ithin the departments the various grades and 
types of products processed are charged with sundry material costs and 
direct labor. Departm ental overhead, which is never significant, is allo­
cated on a production or packing weight basis.
Freight costs for shipments of finished goods from the plant to ware­
houses are charged to warehouse inventories.
Depreciation provisions and selling, administrative and general ex­
penses are not charged to production costs.
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Inventories
T he stores accounting departm ent maintains stock record cards show­
ing quantities, un it prices, and amounts for the following inventories:
1. Raw material stores (principally corn).
2. Manufacturing stores (principally bags, cartons, containers, caps, et cetera).
3. General stores (plant spares).
Stock records for grades and types of finished and partly finished goods 
are prepared daily by the cost accounting departm ent in the form of a 
“products stock report,” showing quantities only as to dumped, packed, 
shipped, and on hand. Stock records for consigned stocks (finished 
products at warehouses) are m aintained by the consignment departm ent 
showing product quantities at each warehouse.
Employees keeping stock records do not have access to the stock except 
for checking quantities at inventory time.
General stores are under the control of a storekeeper in the stores 
departm ent. Corn is under the control of the corn elevator foreman. 
O ther raw m aterial and m anufacturing stores are located in or close to 
the departm ent where the m aterial is used or produced and are under 
the supervision of processing departm ent foremen.
Stock receipts or production are entered on stock records as follows:
Raw Material, Manufacturing and General Stores
Quantities, un it prices, and amounts are posted to stock record cards 
from vouchers (with invoices and receiving reports attached) received 
from the voucher section. Control account postings are made from 
recapitulations of voucher register charges prepared by an employee in 
the voucher section.
Finished Goods at Plant
Posted to products stock reports from operating departm ent reports of 
“packs,” “blends,” or production reports.
Finished Goods at Warehouses
Consignment stock perpetual inventory records are posted from recap­
itulations of shipments prepared by the invoicing departm ent from 
copies of invoices.
W ithdrawals from stock for use in production or for shipment are 
recorded as follows:
1. General stores withdrawals are posted from requisitions which are priced and 
extended as to amounts by the clerk posting the withdrawals. Recapitulations 
of the requisitions, prepared by the stores accounting employee, are used as 
a basis for posting to the control account.
2. Corn withdrawals are posted from corn elevator reports. Other raw material 
and manufacturing stores withdrawals are posted from pack or blend sheets or
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departmental production reports which are priced and extended as to amounts 
by the clerk posting the withdrawals. These reports or sheets are summarized 
monthly by cost accounting clerks and become the basis of posting to the 
control accounts. The summaries also show distributions of the charges.
3. The quantities of finished goods shipped are posted from summaries of ship­
ments prepared by the invoicing department from copies of invoices. The 
summaries as to shipments from plants are checked by the cost accounting 
department to copies of the shipping department records of monthly ship­
ments, before posting to the products stock reports. The costing is done by 
the cost accounting department.
Product inventory control records are set up monthly showing closing 
inventory, plus shipments, less opening inventory. T he difference equals 
the production for the month. This figure is compared with production 
tabulated from the daily “products stock reports.”
Production control also is m aintained through a report prepared by 
the cost accounting departm ent indicating the production yield from com 
as follows;
The corn ground each month reduced by the average moisture for the month 
based on numerous laboratory tests made daily compared with:
The total dry substance or dry substance starch weight of the month’s produc­
tion (taking opening and closing in-process inventories into consideration) 
in the following departments;
Production converted to a dry substance starch weight of the glucose, sugar, 
and starch departments.
Production converted to a dry substance product weight of feed and meal and 
crude oil.
T he corn yield and un it cost per bushel and per hundredweight are 
also computed for management’s review.
Comparative cost statements with explanations of variations are pre­
pared monthly. Such statements classify expenses by departments and 
m ajor product groups.
Physical inventories are determined by actual count, weight or measure­
ment in accordance with the following table.
Inventory Frequency Taken by
Raw material stores Monthly Stores accounting and cost 
accounting employees
Manufacturing stores Monthly Stores accounting employees
General stores
Semiannually, 
June 30th and 
December 31st
Storekeeper
Work in process Monthly Operating personnel
Finished goods, at plant Monthly Cost accounting employees
Corn is stored in sixteen elevators, each ninety feet high and containing
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590 bushels per foot of height. W hen corn is received it is carried to the 
top of the elevators by conveyor belts and poured into the side of the 
elevators. T he top of the corn in the elevators, therefore, forms a sloped 
pattern. T he elevators have two top openings, one at each side. T o 
compute the contents of each elevator a plumb line is lowered through 
each of the two top openings and the distances of the peak and the low 
points of the corn from the top of the elevator are measured. These 
measurements are averaged to determine the average distance of the corn 
from the top of the elevator. By subtracting this distance from the height 
of the elevator and m ultiplying the difference by 590 bushels, the content 
of each elevator is determined. T he m anufacturing process requires that 
corn be soaked for thirty-six hours in steep tanks. There are twenty-four 
steep tanks with a capacity of two thousand bushels of corn each and as 
many as possible are kept full continuously.
Corn syrup is stored in six tanks and in drums. T he tanks are twenty- 
four feet high and contain 2,325.5 gallons of syrup per foot of height. 
Each gallon of syrup when adjusted for tem perature weighs 11.58 pounds. 
By subtracting from the height of the tank the distance from the top of 
the tank to the syrup level and multiplying the difference by 2,325.5 
gallons, the gallon content of each tank is determined. T he gallon con­
tent is then m ultiplied by 11.58 pounds to convert the num ber of gallons 
to pounds, the un it in which the syrup inventory is carried. T he weight 
of full drums is stenciled on the head of each drum.
Corn starch is packed in 100-pound paper and 140-pound cotton bags 
and corn sugar is packed in 100-pound cloth bags. T he bags are stored 
on wooden skids arranged in orderly rows. O ther types of finished goods 
are stored in various types of containers suitable to the product and are 
stacked and piled in an orderly manner.
Prior to commencing a physical inventory count, the receiving section 
is closed and no goods are delivered to the storerooms until the count is 
concluded. T he count of work in process and finished goods at the plant 
is usually delayed until the latter part of the day when production ceases 
and all shipments for the day have been completed and it is possible to 
close the shipping room.
T he physical inventory work is done by inventory teams. One person 
does the measuring, counting or weighing, and another person the 
recording on prenumbered count sheets which are signed by the two 
members of each inventory team.
After the counts are completed, the rough inventory sheets are deliv­
ered to the stores accounting departm ent and/or cost accounting depart­
ment where they are priced and extended, together with the warehouse 
inventories listed from perpetual inventory records. All pricing calcula­
tions are checked by another employee in the respective departments. 
Extensions and footings are checked by the comptometer operators.
Goods held in warehouses are not counted by company employees.
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Brokers are liable for warehouse inventories and are billed for inventory 
shortages. Twice a year, at the year-end and at another date, a physical 
inventory list of consigned stocks is received from the warehouses and 
checked against the book records.
All differences between the book records and physical inventories taken 
by company employees and as reported by warehouses are reported to 
the comptroller who approves all adjustments to the book records.
Inventories of raw materials, m anufacturing stores, general stores, work 
in process and finished goods (all considered current assets) are priced 
at cost or market, whichever is lower, cost being determined generally 
on a “first-in, first-out’’ basis. M arket value is considered to be the 
current replacement cost. Allowances are made for any market declines 
in the price of corn included in work in process and finished goods.
Property Accounts, Depreciation, and Maintenance
Properties, consisting of land, buildings, machinery and equipment, 
furniture and fixtures, and motor vehicles, are recorded in a property 
ledger.
Expenditures for property additions, replacements, betterments, or 
improvements as well as repairs and maintenance, amounting to |500 
or more, require the preparation of capital expenditure or repair estimates 
which are approved by the executive committee.
T he capital expenditure or repair estimates originate at the plant or in 
the office where the expenditures are desired. T he estimates require the 
approval of the plant manager and plant engineer or in the case of office 
equipm ent the comptroller.
After approval by the foregoing, the estimates are submitted to the 
executive committee for final approval. T he estimates are then recorded 
in a capital estimate ledger m aintained in the accounting department. 
A separate ledger sheet is m aintained for each estimate.
T otal expenditures for each estimate are entered in the capital estimate 
ledger and a final status report is submitted to the executive committee 
for review. Estimates overexpended 10% or more require the approval 
of the executive committee.
Capital and repair expenditures under $500 are made at the discretion 
of the plant manager or in the case of office equipm ent at the discretion 
of the comptroller. However, a monthly report of the total of such expen­
ditures is submitted to the executive committee for review.
All capital expenditures are charged to a construction work in progress 
account and on completion of the work, the total amounts of the expen­
ditures, by projects, are transferred from this account to the appropriate 
property account in the property ledger.
Retirements and sales amounting to $500 or more must also be 
approved by the executive committee. Contemplated disposals are
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referred to the committee in memorandum form with explanations as to 
the reasons therefor.
M aintenance and repair costs are charged to departm ental operating 
cost accounts as incurred.
Prepaid Expenses and Deferred Charges
Prepaid and deferred items consist mainly of prepaid insurance, p rin t­
ing and stationery supplies and advertising materials.
Insurance premiums are amortized on a straight-line basis over the life 
of the policy. Fire insurance coverage is provided by various m utual fire 
insurance companies and premium refunds are received. In computing 
the prepaid insurance expense on m utual policies, the company estimates, 
based on past experience, that 20% of premiums paid will be refundable. 
T he remaining 80% of the premiums paid is amortized over the period 
covered by the policy. Accordingly, the am ount carried as a prepaid 
expense at the year end is 20% of the premium paid plus the unamortized 
portion of 80% of the premium.
New insurance coverage is placed by the treasurer and quarterly he 
reviews and revises, if necessary, insurance coverage in effect.
A fidelity bond covers employees in positions of trust. In  this connection 
it was noted that employees in positions of trust take regular vacations.
Insurance policies are in the custody of the treasurer. An insurance 
register showing pertinent inform ation is m aintained in the accounting 
department. T he monthly write-off of expired premiums is calculated in 
the register and the total thereof is charged to the appropriate profit-and- 
loss accounts or departm ental operating accounts by journal entry.
Printing and stationery supplies and advertising materials are priced 
at average cost. Perpetual inventory records are m aintained by the stores 
accounting departm ent for these items and physical inventory counts are 
made by employees of the departm ent at least once annually and the 
records adjusted to the counts. T he amounts to be charged to profit-and- 
loss accounts are determined from authorized withdrawal requisitions 
priced by the stores accounting department.
Cash
T he principal bank accounts are carried in four banks. T he cashier 
prepares a daily cash position sheet which is submitted to the treasurer 
for review. Cash requirem ent estimates are prepared quarterly by the 
treasurer.
Cash receipts and disbursements records are m aintained by the cashier.
As previously indicated herein, the company’s principal source of 
revenue is from sales of its products. Minor sources of revenue are from 
sales of property and investments, interest on investments, and miscel­
laneous collections from employees covering personal telephone toll
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charges and miscellaneous matters. T he flow of cash receipts is indicated 
on C hart VI, page 6.
Cash disbursement procedures are outlined herein under the internal 
control and accounting procedures section captioned “Costs and Expenses 
of Operation.” A list of authorized check signers approved by the board 
of directors is included in our permanent files. Except for the private 
payroll bank account which is reconciled by the payroll clerk, an em­
ployee in the accounting departm ent obtains the bank statements, paid 
checks and bank debit memorandums direct from banks monthly and 
reconciles the bank accounts.
Imprest petty cash funds are maintained by the cashiers at the plant 
and at the eastern sales office. Funds are reimbursed monthly by 
checks drawn on the general fund to the order of “petty cashier.” Dis­
bursements are supported by petty cash vouchers requiring the approval 
of a departm ent head. T he petty cash vouchers and supporting documents 
are stamped “paid” when the funds are reimbursed.
Investments and Related Income
T he company invests surplus cash in United States Government securi­
ties. The am ount to be invested and the type of investment is determined 
and approved by the executive committee.
Securities are kept in a safe-deposit box in the vault of one of the 
company’s banks. Access to the box may be had jointly by two officers, 
the treasurer, and comptroller or, in the absence of either, a vice 
president. T he general ledger bookkeeper maintains a subsidiary record 
showing the details of investments. A list of investments is prepared 
monthly by the general ledger bookkeeper who checks the total to the 
general ledger control account. Copies of the lists are forwarded to the 
treasurer and the chairman of the executive committee.
All income received from investments and securities is deposited in the 
general funds of the company and credited to interest income. Calcula­
tions of accrued interest and interest income are made by the general 
ledger bookkeeper.
Liabilities
T he company has no bonded indebtedness or long-term notes or 
accounts payable. Current liabilities consist of the usual liabilities to 
trade creditors and others arising in the normal course of business, and 
Federal and state income taxes and other miscellaneous taxes.
As explained previously in the section “Costs and Expenses of Opera­
tion,” a trial balance of the voucher register is prepared monthly by the 
voucher section and the total thereof is com pared with the general ledger 
control account by the general ledger bookkeeper. At each m onth en d , 
unpaid salaries and wages, fees for legal and professional services, rent,
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telephone; electric and power cost, and all other known expenses are 
estimated and accruals are established therefor in the accounts. Dividends 
declared but not paid at the balance-sheet date are carried as a current 
liability. Federal and state tax returns are prepared by the the accounting 
department.
Capital Stock and Surplus
O ur permanent files include copies of the certificate of incorporation 
and original listing application with the Stock Exchange, abstracts of 
by-laws, minutes of the meetings of stockholders, board of directors and 
executive committee, and analyses by years of the capital stock and 
surplus accounts of the company since its inception.
A transfer agent, registrar and dividend paying agent are retained by 
the company.
All of the surplus is earned surplus and no restrictions have been placed 
on its use. All dividends have been declared out of earned surplus.
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CHAPTER 17
Accounting Principles and  
Their Application
BY CARMAN G. BLOUGH
ACCOUNTING PRINCIPLES, THEIR NEED AND EVOLUTION
What are Principles?
D ifferent views may be held with respect to the significance of the term 
“principle” when related to accounting. An accounting principle might 
be considered as being in the nature of a general tru th  or proposition 
which is inherent in accounting and fundamental in any system of ac­
counting reasoning. From such a viewpoint accounting principles would 
be unchanging and as universally applicable as a law of nature. They 
would be similar to principles of biology such as the principles of 
heredity, propagation and survival of the fittest; or to principles of physics 
such as the principles of gravity, expansion of gases, and of freezing 
and thawing; or to principles of chemistry such as the principles of 
solubility, valence and reactions of molecules under varying conditions.
On the other hand, principles of accounting might be considered as 
being in the nature of rules of hum an behavior adopted by man with 
a view to their usefulness for the particular needs of society at the time 
and place. From such a viewpoint, principles of accounting would be 
subject to evolution and change. They would be similar to principles 
of law such as the principles of evidence, trust, and corporate responsi­
bility; or to principles of education such as teaching methods, classroom 
management, and school supervision; or to principles of social etiquette 
such as form of introduction, table manners and marriage practices.
Nature of Accounting Principles
In the opinion of accountants generally, accounting principles are not 
principles of nature but rules of hum an behavior. They are not inherent 
in na ture to be discovered by man but are developed by man. They are, 
therefore, not immutable and they need to be changed to meet changing 
needs. They are designed for the greatest usefulness of those who need 
to rely upon accounting.
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A quick look at just a few of the changes in principles that have taken 
place in recent years should be enough to convince even the most skep­
tical that this conception of the nature of accounting principles is valid. 
At one time retirem ent accounting was generally considered a sound 
principle of accounting for certain types of fixed assets; yet during the 
last thirty years, thinking on the subject has changed so radically that 
retirem ent accounting is no longer a generally accepted principle, and 
the principle of depreciation accounting has taken its place. For many 
years the generally accepted principle for pricing inventory and deter­
mining the cost of goods sold was the specific cost of each item or an 
assumed equivalent, the first-in first-out method, with only casual recog­
nition of a few seldom used procedures such as average cost; yet in 
recent years the last-in first-out principle, seldom heard of until after 1930, 
came to be generally accepted as an alternative.
Different principles of accounting are constantly developing. Account­
ants continually select the most useful of them and discard those which 
conflict. Thus, accounting principles are evolved. They are not inherent 
in nature.
Some confusion arises in the interpretation of accounting literature 
because of the extent to which the terms “accounting principles” and 
“accounting procedures” appear to be used interchangeably. As a m atter 
of fact, this same difficulty exists in all fields of activity in which natural 
laws do not govern. A course of action is adopted as a practical procedure 
in a particular case.
I t  is followed by other persons in other cases until it becomes widely 
recognized as the most desirable or the most useful course to follow. 
W hen that stage is reached it constitutes such a basic guide for action 
that it may properly be termed a principle.
It is often difficult to determine at just what point of acceptance a 
procedure may be called a principle bu t when it reaches that stage it does 
not cease to be a procedure. Accordingly, since a procedure is likely to 
take on the characteristics of a principle when it has been “generally 
accepted,” most accountants attach no significance to the fact that the 
term “generally accepted accounting principle” is used instead of the 
term “generally accepted accounting procedure” or vice versa.
Sound V.  Generally Accepted Accounting Principles
T he question has often been asked why accountants do not use the term 
“sound accounting principles” rather than “generally accepted accounting 
principles.” L awyers particularly seem to like to use the expression 
“sound accounting principles” in bond indentures, profit sharing agree­
ments and other contracts which undertake to specify ratios of assets to 
liabilities, amounts of surplus, net income, and similar matters of account­
ing which are to govern or restrict action of one kind or another. Accord­
ingly, it is not uncommon to find that in drawing such contracts the
2
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attorneys have specified that certain amounts shall be determined by the 
certifying accountants “in accordance with sound accounting principles.”
Accountants have objected to this terminology and very properly so. 
While it may be assumed that everyone wants the accounting principles 
that are followed to be sound, if soundness alone is to be the criterion 
there may be little uniformity because the decision will be based 
solely upon the judgment of the individual making the decision in the 
particular case as to what is sound.
Anyone may have a judgment as to whether or not a particular ac­
counting procedure conforms to sound principles. Through training and 
experience one person’s conclusion as to what is sound may be in harmony 
with the principles that are generally accepted, while lack of the neces­
sary background may cause another to consider a principle to be sound 
even though experience may have discredited it completely. Thus, when 
soundness is made the test of acceptability of an accounting principle, 
the only assurance of the reasonableness of the results is in the reputation 
of the person called upon to make the judgment. His conclusions cannot 
be challenged if, in his opinion, the principles followed are sound. 
General practice being to the contrary is not, in such a case, conclusive 
proof that the practice in question is not sound.
On the other hand, when a principle of accounting has become gen­
erally accepted and is therefore properly called a generally accepted ac­
counting principle, it must be assumed that it is sound. No principle of 
accounting can get the substantial authoritative support that is necessary 
to give it general acceptance unless it is considered sound by those who 
are well qualified to make the best possible accounting judgments.
There is no objective test to determine whether an accounting prin­
ciple is or is not sound but its general acceptance by the business and 
professional accounting world is a matter that can be demonstrated by 
objective evidence.
Relation of Accounting Principles to the Corporate System
Since accounting principles are rules of action designed to make the 
keeping of accounts and the presentation of financial information the 
most useful to those who have need to rely upon them, they must be 
applicable to both large and small businesses. They must provide useful 
tools for the needs of management as well as for those of the creditor, 
the investor, the government, or any other interested parties. However, 
it must be recognized that where the greatest number of persons are 
involved there is the greatest need for and therefore the greatest attention 
paid to the significance of accounting principles. Accordingly, it is in the 
field of service to corporate business, with its numerous shareholders not 
active in the management, its many creditors, its often extensive reporting 
obligations to the government, and its many interested employees that the 
development of accounting principles has had its greatest impetus. It
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is in the atmosphere of these conflicting interests that accounting p rin ­
ciples are subjected to the greatest scrutiny and challenged most effec­
tively as to the fairness of their results to all concerned.
T here should be no doubt that accounting principles are just as 
applicable to small businesses as to large. However, when all of the 
owners have a hand in the management of an enterprise and its only 
creditors requiring financial statements, if any, are local bankers who 
often have a tendency to rely more on their personal knowledge of the 
management and the local reputation of the business, there is likely 
not to be as much interest in accounting principles.
As a result, the approach to the establishment of accounting principles 
has come to be considered more and more from the standpoint of the 
most actively interested group of those associated with the medium and 
large sized businesses, which is the one composed of investors and dealers 
in the stocks and bonds of corporations. T he continued existence of the 
corporate system, which has been set up by society in the belief that it 
will serve a very useful social purpose, will depend entirely on whether 
or not it continues to be thought beneficial. T he results will be judged 
by society as a whole and not alone from the standpoint of any one group. 
Managements, credit grantors, security holders, customers, employees, 
government agencies, and any other interested parties will help to decide 
its fate.
T he ability of the corporate system to function properly depends in 
a large measure upon the ability of accounting to properly reflect the 
financial facts related to corporate enterprises in such a way that the 
conflicting interests in them may have adequate inform ation upon which 
to base sound judgments.
Need for uniformity of accounting principles is recognized as an im­
portant factor in their development. In  areas in which there has been 
strict government regulation, uniformity has taken on an obnoxious 
connotation because it has come to be thought of as a strait jacketing 
of accounting procedures in such a way as to leave little or no flexibility 
for reflecting varying conditions. In this sense, uniformity is not re­
garded favorably by accountants generally. On the other hand a degree of 
uniformity of accounting principles in the sense that under the same set of 
circumstances the same accounting principles will be followed is gen­
erally considered an ideal which should be worked towards bu t complete 
uniformity probably should never be attained. During this period in 
which accounting principles are being rapidly evolved, lack of uniform ­
ity is inevitable. New and better ideas are being developed and often 
should be experimented with before the older ideas are discarded. How­
ever, as the currently active efforts of the accounting profession in the 
direction of elim inating diversity of practices under similar situations 
succeed, almost complete uniformity in the application of principles can 
reasonably be anticipated.
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Why Principles Change
An apt illustration o£ why and how accounting principles are in­
fluenced by the economic environment is afforded in the shift of em­
phasis from the balance sheet to the income statement in the last half 
century.
For many years credit grantor’s operated almost entirely upon what 
might be called the “pounce theory.” Under this reasoning, the ability 
of the creditor to collect was assumed to depend almost exclusively upon 
the readiness with which the debtor’s assets could be liquidated. As 
businesses grew larger and the possibility of liquidating the assets of a 
debtor without serious loss to all concerned became increasingly difficult, 
attention was directed more and more toward the borrower’s earning ca­
pacity as a basis for granting credit.
Today, both of these viewpoints have to be recognized. Many persons 
who advance credit or make loans to smaller businesses still give a great 
deal of attention to the probable readiness with which the assets of the 
debtor could be turned into cash to pay the debt. On the other hand, 
where large amounts of fixed capital are invested it is often virtually 
impossible to liquidate the business without tremendous loss. In such 
cases the credit grantor must rely upon the ability of the debtor to earn 
the funds with which to pay his debts.
Moreover, as the size of businesses increased, and corporate securities 
became widely distributed, it became common for the ownership of a 
business to be sold piecemeal rather than as a whole. In such cases the 
typical owner or prospective purchaser of an interest in the business is 
much more concerned with the ability of the company to pay dividends 
or interest on its outstanding securities than he is in the sale value of 
its assets.
This development of interest in the earning capacity of the enterprise 
has resulted in concentrating more and more attention upon the de­
velopment of accounting principles which govern the determination of 
net income. Wide differences have existed in the practices followed in 
allocating income and expenses to fiscal periods, but this increased em­
phasis upon the significance of the income statement has caused a great 
deal of thought to be directed toward their elimination.
Need for Principles
Accounting serves a wide variety of purposes. Among those which are 
of major importance might be mentioned:
Control of Property
Business is carried on by the use of assets. They must be conserved and safe­
guarded against destruction, loss or theft. Management must be held re­
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sponsible for its stewardship of them. Their consumption in the business 
must be recognized. Only by proper accounting for them may these needs 
be met.
Basis for Ma nagement's Decisions
Business managers must know to what extent past practices have been 
profitable or unprofitable if they are to intelligently decide whether to con­
tinue them, discard them, or modify them. They must know the amount of 
the profits, the nature of the assets, and their liquidity, and the extent and 
nature of the liabilities, in order to determine when dividends may be paid. 
They must know the condition of the business, the results of its operations, 
and have the facts necessary to forecast future operations if they are to 
decide whether additional financing is necessary or how much goods to buy, 
or what facilities to acquire, or a host of other questions that arise. Only 
through adequate accounting procedures can most of this information be 
obtained.
Basis for Decisions of Investors and Creditors
Both actual and prospective investors and creditors need well-organized 
understandable and reliable financial data from which to decide future in­
vestment and credit policies. Investors need it to decide whether to buy, 
hold or sell the securities of a company. Creditors need it to decide whether 
to extend credits, give larger ones or curtail existing lines.
Supplying of Historical Information to Meet Legal Requirements
Historical data must be presented accurately and fairly for a variety of 
purposes. The government requires it for the purposes of taxation, regula­
tion, and to settle government contracts. Bonus and profit-sharing agree­
ments, sinking fund requirements under bond indentures, royalty or rental 
contracts, and many similar contracts require information which only 
accounting can supply.
These basic needs for accounting inform ation can be served properly 
only if there are well known rules or principles of accounting which are 
strictly observed, for w ithout them there is no way in which users of 
financial inform ation can have a common understanding as to its sig­
nificance.
W ithout the observance of generally accepted accounting principles 
there can be no sound comparison, either with prior years of the same 
company or with other companies. Investors are misled and confused 
when comparisons are not valid. Equity between taxpayers is destroyed 
whenever the same principles of accounting are not followed in all cases 
in which the facts are the same. Governmental regulatory bodies such 
as public utility commissions and price-fixing authorities would have no 
basis for dealing fairly as among the various companies subject to their 
jurisdiction if it were not for the existence of generally accepted p rin­
ciples of accounting. Indeed, confusion would reign in almost every area 
in  which accounting is used if every accounting un it adopted its own 
principles.
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A ll too  m any  areas o f d ifferen ce in  a cco u n tin g  d o  a ctu a lly  ex ist  for 
the w ell-b e in g  o f a ll con cern ed , b u t progress is b e in g  m ade. In  the  
m ea n tim e , it  is im p o r ta n t to rea lize th at speed  is o ften  m ade at the e x ­
p en se  o f  sou nd ness. It is o f v ita l im p ortan ce that the d ifferences be se ttled  
w isely  even  th ou gh  som e m ay o ften  b ecom e im p a tie n t w ith  w h at seem s 
u n d u e  delay.
Evolution of Principles — The Pre-Depression Period
F or the m ost part p rior to W o rld  W ar I a cco u n tin g  p rin cip les , lik e  
T o p sy , “ju st g rew .” U p  to the b eg in n in g  o f the tw en tie th  century  there  
was very lit t le  w ritin g  in  the field  o f a cco u n tin g  and  m ost o f it 
d ea lt  w ith  w h at m ig h t be con sid ered  p rob lem s o f b ook k eep in g . A c­
cord ing ly , in  those early  days there was a great lack  o f any exch an ge  
o f v iew s o n  m atters o f  a cco u n tin g  p rin c ip le . T h e  p rocedu res o f  d o u b le  
en try b o o k k eep in g  had  b een  ex p la in e d  in  a n u m b er  o f w e ll w ritten  books  
so there was a con sid erab le  a m o u n t o f u n ifo rm ity  in  b o o k k eep in g  prac­
tices w here d o u b le  en try b o o k k eep in g  w as used . H ow ever, a great m any  
com p an ies, p articu lar ly  the sm aller ones, k ep t o n ly  s in g le  en try  records, 
and  in  such  cases the practices w ere so e lem en tary  that n o  n eed  for  
u n ifo rm ity  or the d ev e lo p m en t o f p r in c ip les  was felt.
S ince the turn  o f the century, there has b een  m ore progress in  the  
d ev e lo p m en t o f  a cco u n tin g  p r in c ip le s  than  there had  b een  d u r in g  several 
cen tu ries prev iously . C o lleges an d  u n iversitie s  b egan  to  g iv e  courses in  
acco u n tin g . T e x tb o o k s  d ea lin g  w ith  a cco u n tin g  p r in c ip les  b ecam e q u ite  
com m on . T h e  in tr o d u c tio n  o f  the F ed eral in com e tax created  a n eed  
for b etter  a cco u n tin g  records and  a m ore carefu l a tte n tio n  to a cco u n tin g  
p rin c ip les  and  procedures. F urth erm ore, the d ev e lo p m en t o f large scale  
p ro d u c tio n  req u ired  th at a cco u n tin g  system s, p r in c ip les  and  procedures  
be d ev e lo p ed , organ ized  an d  ex p a n d ed  as a to o l o f m a n a g em en t if  for n o  
oth er  reason. M an agem en ts fo u n d  their  b usin esses so far-flung an d  so 
co m p lex  that o n ly  by the use o f  sou n d  a cco u n tin g  p rocedu res cou ld  they  
exercise  effective con tro l.
A n o th er  im p o r ta n t factor in  the d ev e lo p m en t o f greater u n ifo rm ity  
in  a cco u n tin g  p r in c ip les  d u r in g  the p eriod  im m ed ia te ly  fo llo w in g  W orld  
W ar I was the in creased  n eed  for com p an ies to issue p u b lish ed  reports. 
P rior to W o rld  W ar I very few  corporate secu rities w ere o w n ed  by the  
gen era l p u b lic . H ow ever, the g o v ern m en t’s cam p aign s to  se ll L iberty  
B on d s d u r in g  the w ar en cou raged  in v estm en t in  secu rities by the rank  
an d  file o f c itizen s w h o  h ad  n o t p rev iou sly  b een  accustom ed  to in v estin g  
in  secu rities and  w h o  thus b ecam e a fer tile  m arket for corporate finan cing . 
A t the sam e tim e, the d ev e lo p m en t o f m ass p ro d u c tio n  m eth od s in  in ­
dustry req u ired  greater con cen tra tion s o f  cap ita l than  had  ever b een  
necessary b efore an d  m ade it  ex p e d ie n t  for com p an ies to seek  n ew  sources 
o f cap ita l. T h e  co m b in a tio n  o f these tw o s itu a tio n s  resu lted  in  the is­
suance o f corporate secu rities to the gen era l p u b lic  for the first tim e in
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any quantities which, in turn, brought forth a demand for the issuance 
of more financial reports to the public than ever before.
W ith the increase of reports to the public, the practice of having public 
accountants certify the financial statements they contained grew m ark­
edly. T he more companies whose accounts came under the scrutiny of 
public accountants, the more opportunity there was to compare the 
principles and procedures that were followed, at least among the clients 
of individual firms. T he profession of public accountancy began to take 
on more responsibility and to attain wider recognition and respect. 
Business men began to place greater reliance upon the advice and opin­
ions of certified public accountants who, in turn, began to exchange 
inform ation and to work toward increasing the soundness of the prin­
ciples with which they worked.
In  1917 the American Institute of Accountants at the request of the 
Federal T rade Commission prepared “A M emorandum on Balance Sheet 
Audits” which the Commission approved and transmitted to the Federal 
Reserve Board for its consideration. T he Federal Reserve Board in turn 
gave the memorandum provisional endorsement and published it in the 
Federal Reserve Bulletin of April 1917. Reprints of this memorandum 
were widely disseminated for the consideration of ‘‘banks, bankers, and 
banking associations; merchants, manufacturers and associations of m an­
ufacturers; auditors, accountants and associations of accountants” in 
pam phlet form under the name of ‘‘Uniform Accounting; A Tentative 
Proposal Submitted by the Federal Reserve Board.” This pam phlet, in 
spite of the fact that it was very condensed, had considerable influence 
in the direction of creating more nearly uniform accounting practices. 
In 1918 it was reissued under the same sponsorship with very little change 
but under the title ‘‘Approved Methods for the Presentation of Balance 
Sheet Statements.”
In  1929 the American Institute of Accountants undertook the revision 
of this earlier pam phlet and with the experience gained during the in ­
tervening ten years issued a considerably improved booklet, again under 
the auspices of the Federal Reserve Board, which was called ‘‘Verification 
of Financial Statements.”
In  1932 a special committee on co-operation with stock exchanges, 
set up by the American Institute of Accountants, entered into corres­
pondence with the New York Stock Exchange which continued until 
January 1934. This exchange of views resulted in the prom ulgation of 
five principles of accounting which the Exchange and the committee 
regarded as of primary importance. T he Institute sent copies of this 
correspondence to all of its members and subsequently published it in 
pam phlet form. In  this way a substantial contribution was made to the 
uniformity of basic principles in certain areas, particularly with respect 
to the treatm ent of unrealized profits, capital surplus, earned surplus of 
subsidiaries prior to acquisition, treasury stock, and notes and accounts 
receivable due from officers, employees, and other affiliates.
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A t its a n n u a l m ee tin g  in  1934, the A m erican  In stitu te  o f A ccou n tan ts, 
by form al actio n  o f the m em b ersh ip , ap p roved  six  ru les or p r in c ip les  
w h ich  the sp ec ia l co m m ittee  o n  d ev e lo p m en t o f  a cco u n tin g  p r in c ip les  
h ad  recom m en d ed  to it. T h ese  in c lu d ed  the five p r in c ip les  th at h ad  b een  
d ev e lo p ed  by the sp ec ia l co m m ittee  o n  co -op eration  w ith  stock  exch an ges  
in  its 1932-1934 corresp ond en ce w ith  the N ew  Y ork Stock  E xchan ge. 
T h e se  ru les are rep orted  in  C h ap ter  1 o f the “R esta tem en t an d  R ev is io n  
o f A cc o u n tin g  R esearch  B u lle t in s” (see A p p en d ix  A ).
Evolution of Principles — The Post-Depression Period
A s a resu lt o f the ex ten siv e  p a rtic ip a tio n  by the gen era l p u b lic  in  the  
ow n ersh ip  o f  corporate securities, p articu lar ly  o f com m on  stocks, a great 
m any p eo p le  suffered su b stan tia l losses at the tim e o f the stock  m arket 
crash in  1929 an d  d u r in g  the su b seq u en t d ep ression  p eriod . G reat p u b lic  
resen tm en t fo llo w ed  these losses. P eo p le  so u g h t to b la m e the resu lts  
o f th e ir  o w n  fo lly  u p o n  the eco n o m ic  system  or the lack  o f fu ll in fo rm a ­
tion  a b o u t the com p an ies w h ose  stocks they h ad  b o u g h t at r id icu lo u sly  
h ig h  prices. T h is , togeth er  w ith  a lo n g -fe lt  real n eed  by w ell-tra in ed  
investors for greater fin an cia l in fo rm a tio n  co n cern in g  com p an ies in  w hose  
secu rities they  in vested , b rou gh t a b o u t the passage o f the Secu rities A ct 
o f 1933 an d  the Secu rities E xch an ge A ct o f 1934.
As part o f the program  in corp ora ted  in  these acts for the p ro tection  
o f investors, m ost com p an ies se llin g  their  ow n  secu rities in  in tersta te  
com m erce or th rou gh  the m ails, an d  a ll com p an ies lis tin g  th e ir  securities  
o n  n a tio n a l secu rities exchan ges, w ere m ad e to file reg istra tion  sta te­
m ents w ith  the Secu rities and  E xch an ge C om m ission . T h ese  reg istra tion  
sta tem ents w ere req u ired  to co n ta in  com p reh en sive  fin an cia l statem ents  
in  con sid erab le  d e ta il an d  a great deal o f  su p p lem en ta ry  in fo rm a tio n  re­
gard in g  the a cco u n tin g  p r in c ip le s  that w ere fo llo w ed  in  th e ir  prepara­
tion . T h e se  afforded  a basis for those w h o  rev iew ed  them  to ga in  m uch  
m ore k n o w led g e  as to the p r in c ip les  fo llo w ed  in  their  p rep ara tion  than  
had  p rev iou sly  b een  d eterm in a b le  by ou tsiders.
A ll o f  th is in fo rm a tio n  d isclosed  that there w ere a great m any  areas o f  
differences in  the a cco u n tin g  p rocedu res fo llo w ed  by d ifferen t com ­
p anies. I t  soon  b ecam e ap p aren t to b o th  the a cco u n tin g  p rofession  and  
the staff o f  the Secu rities an d  E xch an ge C om m iss ion  that so m eth in g  had  
to be d o n e  to e lim in a te  these d ifferences as rap id ly  as p ossib le  in  order  
to b r in g  a b o u t reason ab le  com p a ra b ility  o f the fin an cia l d ata  fu rn ished  
to in vestors by com p an ies  w h ose  secu rities w ere w id e ly  ow ned .
T h e  p eriod  sin ce the in ce p tio n  o f the Secu rities and  E xch an ge C o m ­
m ission  has seen  a great d ea l o f a tte n tio n  d evo ted  to the d ev e lo p m en t  
o f a cco u n tin g  p r in c ip les  an d  the e lim in a t io n  o f d ifferences in  their  ap ­
p lica tio n . T h e  A m erican  In stitu te  o f A ccou n tan ts, the S ecurities and  
E x ch a n g e  C om m iss ion  an d  the A m erican  A cco u n tin g  A ssoc ia tion  have  
h ad  an  a ctive  part in  th is d ev e lo p m en t.
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In 1936 the American Institute of Accountants prepared and published 
on its own account a further revision of the earlier pam phlet which had 
been issued under the auspices of the Federal Reserve Board. T his 1936 
pam phlet was called “Exam ination of Financial Statements by Inde­
pendent Public Accountants.” However, in addition to dealing with 
certain problems of auditing procedure, it was a m ajor contribution to 
the development of accounting principles because it contained a concise 
statement of many of the principles of accounting that had become gen­
erally accepted up to that time. As a result it did much to establish 
uniformity in the areas with which it dealt.
Two years later, in 1938, the American Institute also published a 
booklet entitled “A Statement of Accounting Principles” prepared for 
the Haskins & Sells Foundation, Inc., by Messrs. Sanders, Hatfield and 
Moore. This was a very comprehensive statement of the accounting 
principles and procedures which the authors found to be in practice 
among American corporations. Its m ajor contribution to the devel­
opm ent of accounting principles was its recital of practices in such a 
way as to focus attention upon the fact that there were so many different 
principles followed by different companies in dealing with similar 
circumstances.
T he  Securities and Exchange Commission in its adm inistration of the 
securities act began to require registrants to revise their financial state­
ments when the accounting principles that had been followed did not 
conform to what m ight be considered generally accepted principles. 
In  some areas the Commission found such a lack of agreement that 
it decided to issue statements as to the principles which it considered 
proper. Wisely, the Commission refrained from issuing general rules 
or regulations governing matters of accounting principle and limited itself 
to expressions of opinions as to the principles that should be applied in 
a particular case before it. These opinions have been of two kinds. In 
some cases the chief accountant for the commission has expressed his 
opinion as to the principle that should be followed under the circum­
stances in the particular case. In  other cases, usually when the com­
mission has had to consider whether a stop order should be issued, the 
commission itself has expressed its official opinion as to the propriety 
of certain accounting procedures in the particular case.
In  June 1936, the executive committee of the American Accoun ting 
Association issued a pam phlet which it called “A Tentative Statement of 
Accounting Principles Underlying Corporate Financial Statements.” 
This was a somewhat theoretical statement which purported to cover 
the entire area of accounting principles. Because it attem pted to cover 
such a wide area of thought within one very small pam phlet it was so 
general that its usefulness as a guide for settling specific accounting 
problems was quite limited. Probably for that reason, together with 
the fact that some of its proposals were not considered practical in appli­
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cation, it never received the recognition in professional accounting circles 
that it really merited.
In  the fall of 1938, the committee on accounting procedure of the 
American Institute of Accountants was reorganized. It was expanded to 
twenty-one members and authorized to publish opinions on accounting 
principles and procedures. Its views have been expressed, for the most 
part, in the form of accounting research bulletins. Up to the close of 
1952 this committee had issued forty-two such bulletins, of which thirty- 
four expressed its own opinions and eight expressed the views of the 
committee on terminology. T he first of these forty-two bulletins in­
cluded a recital of rules formerly adopted by the membership of the 
Institute in 1934 and also the recommendations with respect to the 
principles governing profits or losses on treasury stock which had been 
made by the predecessor committee to the committee on accounting 
procedure.
During 1953 those accounting research bulletins which were the ex­
pressions of opinions of the committee on accounting procedure are 
being restated and published in the form of a pam phlet entitled “Restate­
m ent and Revision of Accounting Research Bulletins’’ (these will be 
included in full text as Appendix A to this chapter). T he other eight 
bulletins, which were statements by the committee on terminology, are 
to be restated by that committee at the same time and published under 
the auspices of the committee on accounting procedure in a separate 
pam phlet entitled “Review and Resume of Terminology Bulletins.’’
Made up as it has been, of twenty-one leading accountants selected 
from large, small and medium-sized accounting firms and a few univer­
sities and representing all sections of the country, the committee on ac­
counting procedure is recognized as a highly authoritative body. Its 
pronouncements are generally considered by both business executives and 
those in public accounting practice to be the most authoritative guides 
to accounting principles available. As a result, in the areas with which the 
committee has dealt in its bulletins, many of the wide differences that had 
existed previously have been reduced materially or eliminated entirely.
T he committee on accounting procedure has not undertaken to issue 
a comprehensive statement of principles. Instead, it has dealt primarily 
with the principles involved in specific areas. Before the committee issues 
a bulletin at least two-thirds of its members must vote in favor of it. 
Moreover, it is the committee’s policy to expose its views to a wide 
variety of accounting thought for comment and criticism before express­
ing its opinion in the form of a bulletin. Usually, some statement of its 
tentative views, either in the form of a preliminary draft of a bulletin, 
or an article for The Journal of Accountancy, or a memorandum showing 
the consensus of the committee, is prepared and distributed to a num ber 
of co-operating groups. These co-operating organizations, whose repre­
sentatives have been most helpful in making constructive criticisms of
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the committee’s proposals, include the state societies of certified public 
accountants, the Controllers Institute of America, the American Ac­
counting Association, the National Association of Cost Accountants, the 
Securities and Exchange Commission, the New York Stock Exchange, 
the Edison Electric Institute, the American Petroleum Institute, and 
Robert Morris Associates.
Extensive correspondence is carried on among the members of the 
committee with respect to all matters before it for consideration. Copies 
of all such correspondence are sent to each member of the committee 
so that all may know what the position is of each of the others. Usually 
the committee meets four times each year and generally spends two full 
days at each meeting. When a bulletin is finally issued it has had the 
most careful scrutiny and criticism possible and is supported by not less 
than two-thirds of the highly qualified persons who make up the com­
mittee.
It is only natural that its decisions are recognized as authoritative in 
many quarters including state and Federal agencies and the courts.
In June 1941, the American Accounting Association issued a revision 
of its 1936 “Tentative Statement’’ which it entitled “Accounting Prin­
ciples Underlying Corporate Financial Statements.’’ This statement 
brought up to date the one issued in 1936 but it covered substantially 
the same ground. In June 1948, still another revision of this statement 
was issued under the title “Accounting Concepts and Standards U nder­
lying Corporate Financial Statements.’’ (See Appendix B.) W hile the 
1948 statement was substantially different in wording from the previous 
statements it adhered to most of the principles that had been set forth 
in its predecessors.
Each of these three general statements issued by the American Ac­
counting Association has been released on the responsibility of its 
executive committee. Since the publication of the 1948 statement, how­
ever, the Association has set up a continuing committee on concepts and 
standards. This committee has been authorized to issue supplementary 
statements, and up to the end of 1952, it had released four, each of which 
dealt with a specific matter. (See Appendix B.)
BASIC ASSUMPTIONS AND PRINCIPLES
Assumptions M ade in Accounting
In  any consideration of accounting principles it is necessary to recog­
nize that there are a num ber of basic assumptions upon which such prin­
ciples are based. W ithout attem pting to present a complete list, some 
of the most common of these assumptions are as follows:
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A  Business, as an Accounting U nit, is Separate from its Owners
A corporation is actually a legal entity and is therefore considered to be 
separate, both legally and accounting-wise, from its shareholders. For ac­
counting purposes, a partnership is a business unit and is accounted for 
entirely apart from the individuals who make up the partnership. Only 
those assets which have been dedicated to the use of the partnership and 
the liabilities created on its behalf are included in the accounts of the 
partnership. Similarly, only the assets which are set aside for a business 
enterprise owned by a single proprietor and the liabilities which are related 
thereto are considered to be properly included in the accounts of that 
enterprise regardless of the extent of any other financial affairs of the owner.
Continuity of the Business Unit
The assumption underlying accounting principles in this respect is that 
the business will continue indefinitely. Tt is the concept underlying the 
going concern hypothesis so often used in discussion of business affairs. Thus, 
with only a few exceptions such as accounting for a single venture, no pro­
vision is made for the possible liquidation of the business unit. Accounting 
policies, such as those relating to depreciation and intangibles, are based on 
the assumption that the business unit will continue indefinitely.
Changes in the Purchasing Power of the M onetary Unit are not Im portant
It is on the basis of this assumption that dollars of cost are intermingled in 
the accounts as though they were of equal purchasing power at the time 
incurred, although, as a matter of fact, it is well recognized that they are not. 
Dollars of revenue are treated as the equivalent of dollars of cost allocated 
to the same period regardless of any material changes in the purchasing power 
of the dollar between the time the costs were incurred and the time they are 
matched against revenues.
Operations may be Broken up into Fiscal Periods for Reporting Purposes
and Income and Expenses Allocated to Them
Notwithstanding the fact that the net results of a business can only be 
measured after it has ceased to exist, the necessity for some basis of interim 
judgment has brought about the convention of allocating costs and revenues 
to fiscal periods of one year in length. This has necessitated the adoption 
of numerous conventions for the allocation of income and expenses which 
would not be necessary if net income were to be determined only at the 
end of the life of each business entity. Similarly a large proportion of the 
accounting principles that have been developed arc designed primarily to 
aid in the allocation of income and expenses to fiscal periods and thereby 
make short-run financial statements more meaningful.
Accounting Policies Should Be Governed by Conservatism
Conservatism is listed as a basic assumption because all doubts with respect 
to accounting matters are customarily settled in the manner which is deemed 
to be the most cautious and moderate. As examples of conservatism might 
be mentioned the principles that: (a) income will not be taken up in the 
accounts until cash or other property has been received or the right to 
receive it has been created through a sale of goods or the rendering of a
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service;* (b) costs and expenses will be charged as soon as goods or services 
are received or liability for them incurred; and (c) losses will be provided 
for as soon as they are foreseen and their amounts are determinable within 
reasonable limits.
Accounting Shall be Based on Cost
The cost of an item is usually subject to verification by reference to ob­
jective evidence and is therefore generally considered to be the best basis 
for the recording of business transactions. Thus property acquired for the 
purpose of being employed in the operation of a business, goods bought for 
consumption, for processing and for resale, and services received are meas­
urable in terms of their money costs. In all businesses organized for profit 
it is a basic assumption that all costs are incurred for the purpose of pro­
ducing revenues.
I t  has sometimes been asserted that there are conflicts among the 
various assumptions. If consideration is limited to the basic assumptions, 
however, there seems to be little ground for this assertion. It has been 
argued, for example, that there is an assumption that income will be 
recognized only when it is realized and another assumption that losses 
will be recognized when anticipated, which would in themselves be 
conflicting. W hen these are viewed as subdivisions of the general as­
sumption of conservatism, however, their apparent conflict disappears. 
T o  wait until income is realized before giving effect to it in financial 
statements, is the conservative procedure. Likewise, to take up losses 
as soon as they can reasonably be anticipated is also a conservative pro­
cedure. They are designed to carry out the same basic assumption.
Controversies Over These Assumptions
W hile the basic assumptions themselves may not conflict with each 
other, it cannot be said that there is no conflict regarding them. Some 
accountants of recognized reputation believe that one or more of these 
basic assumptions should be discarded and others adopted in their stead. 
Some of the differences of opinion which exist with respect to them are 
the following:
Continuity
There are those who take the position that it should not be assumed that 
a business entity will continue indefinitely. Instead, they point out that 
history discloses that a very large percentage of all business enterprises fail 
within a relatively short span of life and that everyone knows that sooner or 
later every business will cease to exist. Accordingly, they believe many costs 
should be written off immediately rather than be retained in the accounts as 
though they would have continuing value forever.
Among the items which these persons would like to see written off over a 
relatively few fiscal periods are organization expenses, development costs,
* Although there are acceptable modifications of this, such as in the practice of 
accruing profit on long term construction on the “percentage of completion” method.
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and costs of intangibles such as trademarks and goodwill. These, they say, 
should be written off early in the life of the enterprise or soon after they are 
incurred because the business may cease to exist before they could be written 
off after it becomes evident that their life is limited. Some have even taken 
the position that assets having a very long physical life expectancy, such 
as power dams, road beds, and buildings, should be amortized over a period 
of years more nearly equal to the life expectancy of the business entity rather 
than over the life expectancy of the assets themselves.
Some compromise has been made in general usage with those who take this 
position with respect to intangibles, such as organization expense and good­
will. This, however, is due to the fact that it is believed that the basic 
assumption of conservatism would justify a treatment of these items in a 
manner different from that which the assumption of continuity might imply. 
The position is taken that organization expense and goodwill, whether they 
diminish in value or not, can be written off without subsequently over­
stating income and therefore such a write-off would be soundly conservative. 
There also is a widely held belief that carrying assets of such indeterminate 
value as organization expense and goodwill in the accounts is meaningless 
for most purposes except as an historical record.
M o n e t a r y  Unit
In periods during which the purchasing power of the monetary unit is 
changing very rapidly, particularly when the price level is rising, it becomes 
obvious that such changes are important to the users of financial statements, 
which is entirely contrary to the basic assumption that they are not. Ac­
cordingly, in such circumstances, the wisdom of adhering to this assumption 
has been violently attacked. Those who feel that it should be abandoned 
have proposed various methods of changing the asset accounts or adjusting 
the measurement of income charges to offset the effects of the actual changes 
in the purchasing power of the monetary unit.
Some have advocated an adjustment of the depreciation charge, for example, 
to make it equal to the amount which would be taken if the asset were valued 
on the basis of present prices through the application of a general purchas­
ing power index number to the historical cost of the asset. Others would 
use an index number representing changes in the prices of the specific assets. 
Still others would compute the depreciation on the basis of the estimated 
replacement cost of either an identical asset or an asset such as would be 
acquired currently to replace the one which now is in use.
However, no solution to this problem has yet been suggested which has 
met with any significant acceptance, either by the business world or by 
the accounting profession. Accordingly, the assumption that changes in the 
purchasing power of the monetary unit are unimportant continues to be 
an underlying accounting assumption.
The American Institute of Accountants’ committee on accounting procedure, 
the business income study group working under grants from the American 
Institute of Accountants and the Rockefeller Foundation in its report “Chang­
ing Concepts of Business Income,” a committee of the Canadian Institute 
of Chartered Accountants, a committee of the Institute of Chartered Ac­
countants of England and Wales, and the committee on accounting concepts 
and standards of the American Accounting Association, have all encouraged 
the use of supplementary information to show the effects of changing price 
levels, and all except the income study group have advocated continued ad­
herence to cost in the basic accounts.
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Undoubtedly a great deal of attention will continue to be given to this 
question if rapid inflation should become the order of the day. However, 
it may reasonably be expected to cease to attract much attention when price 
levels are relatively steady.
Fiscal Periods
The assumption that operations may be broken up into fiscal periods for 
reporting purposes and income and expenses allocated to them, requires, 
among other things, that the costs of productive assets being used up in 
the business but having useful lives of more than one fiscal period shall be 
spread equitably over the periods during which they are consumed.
No one has challenged the necessity for continuing to allocate costs to fiscal 
periods, so possibly it is inaccurate to include this basic assumption among 
those which are in controversy. However, its application has been challenged 
in a manner which strikes at the very heart of the assumption and so warrants 
consideration here. This is in connection with the accounting for assets the 
cost of which could be written off for tax purposes over a relatively short 
period of time. For example the costs of facilities with respect to which 
certificates of necessity were issued during World War II and the Korean 
War were permitted to be written off during a relatively short emergency 
period for tax purposes and many companies also wrote them off for financial 
accounting purposes.
In some cases, this action was defended on the grounds that it was conserva­
tive to get the assets written off and desirable to keep financial accounting 
consistent with tax accounting. Similarly, drilling costs of oil wells may be 
written off immediately for income tax purposes even though they represent 
the costs of obtaining revenues in the future and should presumably there­
fore be spread over the expected lives of the wells for accounting purposes. 
Here again many companies have adopted the policy of expensing these 
costs in their accounts notwithstanding the fact that the wells developed 
by these drilling costs constitute a substantial part of the company’s assets. 
Moreover, some accountants both here and abroad have advocated a rapid 
write-off of the costs of productive assets without regard to their expected 
useful life and, where it is allowable for tax purposes, apparently would be 
willing to write such costs off immediately. Such procedures obviously conflict 
with the fiscal year assumption.
Conservatism
While most accountants are naturally conservative and the basic concept 
of conservatism still underlies and probably will continue to underlie ac­
counting principles, there are differences of opinion among them as to the 
application of conservatism in some circumstances. Primarily due to the 
conflict between the views of those who place great stress on the importance 
of the liquidation values of assets and those who are primarily interested in 
earning capacity the concept of conservatism has gone through an evolution 
in recent years.
Many accountants still think of conservatism in terms of reducing the 
carrying values of assets in the balance sheet and of providing for all possible 
losses and contingencies regardless of whether they may be reasonably fore­
seen or not. They point out that few businesses have failed because they 
underestimated the values of their assets and overestimated their liabilities 
and that failures have been quite common among businesses that have
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overestimated the values of their assets and underestimated the amounts of 
their liabilities. This of course is true but usually the cause of failure has 
not rested in the accounting. Managements may be able to mislead others 
by their accounting policies but they would be stupid to mislead themselves. 
To the credit grantor who follows the “pounce theory,” that is, determines 
the satisfactoriness of a credit situation on the basis of his ability to seize 
the debtor’s assets or force their liquidation to satisfy the debt due to him, 
this type of conservatism in the balance sheet is, of course, highly regarded. 
On the other hand, if a company writes off or drastically writes down its 
depreciable assets before any loss on them has been evidenced, it relieves 
the income of future fiscal periods of charges that should properly be made 
against them. The income statements for the years during which the assets 
are being unduly written down will show lower profits than they should and 
therefore be “conservative,” but after the write-downs are completed the 
earnings reported will be excessive and therefore “unconservative.” Thus, 
action to introduce conservatism into the balance sheet may, and usually 
does, result in an over-optimistic and therefore unconservative representa­
tion of earning capacity in the profit and loss statements of subsequent 
years.
While it is well accepted that profits should not be anticipated and that 
probable losses should be recognized in the accounts as soon as it is possible 
to determine their amounts within reasonable limits, accountants have de­
voted more and more attention to the proper and fair allocation of both 
income and expenses to the fiscal periods to which they belong. In other 
words, ultra-conservatism is considered to be quite as bad in many situations 
as any other type of misrepresentation.
Corporations with stock outstanding in the hands of the public have an 
important obligation to present financial statements which will fairly reflect 
the condition of their businesses and results of their operations without undue 
conservatism. Balance sheet over-conservatism resulting in excessive charges 
to income during a period of years might so depress the valuation of the 
stock in the market that investors would be misled into selling their stock 
at much less than its fair value. Subsequently the later unduly high earn­
ings, resulting from the fact that the income had been relieved by the prior 
excessive write-offs of charges which should have been made currently, might 
so inflate the market price of the stock that people would be induced to pay 
more than its fair value for it. The conclusion is inevitable that accountants 
must view conservatism in terms of the proper allocation of income and 
expenses to accounting periods and refuse to countenance practices which, 
although once considered properly conservative, may now materially distort 
financial statements and mislead their users. This is the modified conserva­
tism which is still a basic assumption.
Cost Basis
While the cost basis has always underlain accounting principles, it has not 
always been strictly adhered to. For example, during the 1920’s it was not 
at all uncommon for companies to write-up their assets to reflect changes 
in the price level. Some have advocated this procedure in more recent 
years. In cases of quasi-reorganization it is recognized that asset values may 
be written up or down as necessary to bring their book values in line with 
their fair values as of the time of the quasi-reorganization. However, these 
departures from cost are sufficiently uncommon and require such special 
justification that it cannot be said that they have invalidated the basic 
assumption.
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Nothwithstanding these differences of opinion regarding the assump­
tions described above and the sporadic departures from them, it must 
be recognized that they actually are still basic and do govern accounting 
principles.
How to Determine Generally Accepted Accounting Principles
T he question has often been asked “how does an accountant determine 
what are generally accepted accounting principles?’’ Some who ask point 
out that there is no codification or official statement of such principles. 
Some have even asserted that there are so many differences in accounting 
that in many of the most im portant areas there are no generally accepted 
accounting principles.
T he mere fact that there is no official statement of generally accepted 
accounting principles, that two or more different principles may be fol­
lowed in some areas, and that there are conflicting principles, does not 
prove that there are no generally accepted accounting principles, even in 
the areas of conflict.
A generally accepted principle is one which has substantial authori­
tative support. Since there may be substantial authoritative support for 
two or more different principles in a given area, it is possible to have 
conflicting principles which may still be generally accepted. W hile one 
definition of the word “general” is that it means “relating to all of a 
class,” it has more than one meaning. Thus, one definition is that it 
means “true of a large num ber or proportion.” Another is that it means 
“widespread or prevalent, as distinguished from universal.” One of the 
synonyms for “general” is “common,” which in turn applies to “very 
many” regardless of whether they are even a majority.
It is in the sense of these latter definitions that the word is used in the 
expression “generally accepted accounting principles.” For example, it 
is a generally accepted principle of accounting that inventories may be 
valued on the first-in first-out basis. I t also is a generally accepted prin­
ciple of accounting that they may be valued on the last-in first-out basis. 
Neither is universal and both are followed by a large num ber of com­
panies and are therefore quite common. Thus both are generally ac­
cepted accounting principles, yet each is not accepted to the exclusion 
of the other.
Since there is nobody empowered to legislate or establish rules to 
govern accounting practices there is, of course, no binding code of prin­
ciples to which one can refer. Similarly there is no Supreme Court of 
accounting with authority over all accounting representations and there 
is no final tribunal to which controversial questions may be referred 
for settlement. Authoritative support for accounting principles must 
therefore be sought in the usages of business, the views of authors, the 
expressions of technical committees and the opinions of governmental 
officials.
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T he practices of business may be determined best by reviewing the 
reports which are issued by corporations. Since few financial reports 
covering the businesses of individual proprietorships, partnerships, and 
small business corporations are released to the public, the principal 
source of authority as to what is common accounting practice in business 
comes from the annual reports of those larger corporations which do 
publish annual financial reports for distribution to their stockholders 
and make them available to the public generally.
One of the most complete surveys of business practices with respect 
to accounting matters is that which is made annually by the American 
Institute of Accountants and published under the name “Accounting 
Trends and Techniques in Published Corporate Annual Reports.” T he 
most recent of these studies is the sixth edition issued in November 1952. 
In it the annual reports of six hundred companies are summarized. Ma­
terial which lends itself to statistical reporting is presented in the form 
of tabulations showing comparable data over a period of years. In ad­
dition to the six hundred companies from which the results were tabu­
lated, reports of some seven hundred additional companies were reviewed 
and significant or suggestive excerpts from them were also reproduced.
T he files of the Securities and Exchange Commission contain, among 
others, the financial statements of all companies whose securities are 
listed on national securities exchanges and of all companies that have 
had to register their securities for sale in interstate commerce or through 
the mails since the inception of the Securities Act of 1933. T he require­
ments of the Commission are such that substantial information with 
respect to the accounting principles followed by the registrant has to be 
included in these reports. This is public information which has been 
and should continue to be very helpful in any attem pt to determine what 
principles of accounting actually are followed by businesses whose se­
curities are publicly held.
Uniform systems of accounting recommended by trade associations 
have been prepared in some areas and usually indicate the principles 
recommended by the issuing organizations. Some commercial investment 
services present financial information, sometimes including data with 
respect to accounting principles, for a large num ber of companies. From 
these and other sources much can be learned as to what generally accepted 
accounting principles actually are.
W hile many of our current accounting practices may have developed 
somewhat haphazardly, when a substantial num ber of representative 
companies follows a particular principle it has to be recognized as being 
generally accepted. As a m atter of fact, the accounting principles fol­
lowed by companies whose financial statements are commonly published 
and distributed to the public have not only been considered carefully 
by the managements but also have been subjected to the critical scrutiny 
of their independent public accountants and the Securities and Ex­
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change Commission. Accordingly, most of the principles now in common 
use have some significant justification for their continued existence.
Among accounting authorities probably none stands higher than does 
the committee on accounting procedure of the American Institute of 
Accountants. This is not surprising for nearly every person who has, 
at one time or another, been a member of this twenty-one man committee 
might well be considered an authority in his own right. Furthermore, 
most of them arc in a type of public practice in which they must back 
up their opinions at the risk of their professional reputations almost 
daily. This leaves little room for unworkable solutions. Since the com­
mittee does not issue any statements unless at least two-thirds of its 
members agree, its published opinions have so much weight of authority 
back of them that they could not fail to command respect.
Another committee that has contributed substantially to the develop­
ment of accounting, primarily by its influence on the teaching of ac­
counting, is the executive committee (more recently the committee on 
concepts and standards) of the American Accounting Association. T h at 
association was designed primarily to serve the needs of college and 
university teachers of accounting. W hile it includes many non-teachers 
in its membership, its administration has been predominantly by teachers. 
Accordingly, the educational standings of its officers and committees are 
very high. Many of the members of its committees which have issued its 
statements also have standing as authorities in accounting as teachers, 
authors or practitioners. Accordingly, the statements issued by this 
association also are looked upon with respect. They do not, however, 
carry with them the weight that the expressions of the committee on 
accounting procedure do, because they are considered to be in the nature 
of long term ideals to be educated toward and accordingly not always 
a guide for immediate practical application.
Among the authors of books and articles dealing with accounting 
matters are found both practitioners and teachers. Often an author is 
both a practitioner and a teacher and as such has a fairly wide basis 
for voicing his views. T he authority of the individual author is usually 
dependent upon the respect which readers have for him  as a result of 
something he has accomplished or has previously written, or upon the 
basis of the soundness and the logic with which he puts forth his position.
T he opinions of governmental bodies, of course, depend largely upon 
the authority of the government. In  most cases they are restricted to 
the areas in which the agency has legal responsibility. For example, 
statements on accounting by state public utility regulatory commissions 
may be mandatory with respect to the accounting practices of public 
utilities under their jurisdiction. Similarly, official opinions of the 
Federal Power Commission, the Interstate Commerce Commission, the 
Federal Communications Commission, and the Civil Aeronautics Board 
would affect the accounting of the various companies under their respec­
tive jurisdictions. The Bureau of Internal Revenue acting under the
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income tax law is in a position to make its opinions of widespread 
significance. T he Securities and Exchange Commission theoretically has 
influence only over the companies required to register with it under one 
of the several acts which it administers. Since these constitute a relatively 
small proportion of the corporations in the country, it m ight be assumed 
that the S.E.C.’s views would have little effect on accounting as a whole. 
However, the companies whose accounting policies can be influenced in 
many ways by this commission are those whose financial statements are 
most widely distributed and are therefore the companies whose accounting 
policies become guides to other businesses. It follows that principles 
endorsed by the S.E.C. receive a great deal of impetus toward becoming 
generally accepted.
T he authority of the courts is, of course, recognized by all. Accord­
ingly, where the courts undertake to pass on an accounting m atter of 
widespread aplication, their decisions usually have a very im portant 
influence on accounting practices in that respect by all companies. T he 
fact that the courts usually deal with specific and somewhat peculiar 
cases, and generally rely on testimony as to generally accepted accounting 
principles in areas where the principles of accounting are significant, 
has been responsible for keeping the am ount of precedent established 
in the courts at a minimum. However, where the nature of an account­
ing procedure is such that it m ight be subject to legal review, it is very 
im portant that accountants should be familiar with the philosophy of 
any decisions on the m atter by authoritative courts.
Modifications of Principles in Specific Businesses
It has to be recognized that, in particular industries, special procedures 
have been adopted which cannot be said to have been generally ac­
cepted throughout business as a whole. However, by virtue of the fact 
that they have been so widely accepted among the members of the 
particular industry, they are recognized as being generally accepted. 
Thus, among the nonferrous metals m ining companies it is quite com­
mon to find that the costs of ore-bearing properties are not being written 
off as the ore is removed, on the ground that the values of the properties 
are being m aintained. T he argument is that the loss in values through 
the m ining of deposits known at the time the project was undertaken 
are more than offset by discoveries of additional deposits together with 
the development of new and better methods which make the m ining 
of formerly known low-class ores profitable.
Another practice in the mining field (which also is followed to a 
large degree in the oil industry) is the immediate write-off of develop­
m ent costs when they are incurred.
In  the construction field, the meat packing industry, and agriculture 
it is acceptable accounting procedure to accrue profits on jobs under 
construction and on unsold products before the job is completed or the 
products sold. T he practice of installment accounting is accepted in the
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retail field. Both of these are contrary to the generally accepted account­
ing principle which provides that profits on a sale should be recognized 
when the sale is made. In  the steel industry it has become an accepted 
practice for companies to treat depreciation as a period cost to be charged 
off currently as an operating expense (and not through inventories) 
rather than to follow general practice which treats it as a cost of pro­
duction to be included in the cost of goods.
In  the public utility field there are problems which are not faced in 
the industrial field. Extensive accounting requirements are setup by 
public utility regulatory bodies which have to be observed by companies 
under their jurisdiction whether they are contrary to generally accepted 
accounting principles or not.
T he accountant has a responsibility for finding out what is customary 
in such limited areas. However, he also has an obligation to appraise 
the results of those special procedures in the light of generally accepted 
accounting principles. It may be, for example, that some of the pro­
cedures perm itted or required by regulatory bodies are unjustifiably 
contrary to generally accepted accounting principles in which case he 
has the responsibility of determining whether the results on the financial 
statements may not be such that he has to disclose them and possibly 
take exception to them. Special attention is drawn to Chapter 20 relating 
to “Special Problems of Specific Businesses.”
Criteria and Categories of Principles
Since accounting principles must meet the needs of persons entitled 
to financial information, such as managements, investors, creditors and 
governmental bodies, the over-all consideration which determines whether 
an accounting practice will grow into a principle is that it should meet 
im portant needs of many of these groups. O ther qualities which help 
to determine whether a particular practice will live to be recognized 
as a principle are:
1. It must be reasonable and practical in its application.
2. It must produce equitable and understandable results.
3. It must be applicable under varying circumstances.
4. It must be capable of being consistently followed.
5. It must produce comparable results from period to period and among 
companies.
6. It must conform to the generally accepted assumptions underlying account­
ing principles generally.
Accounting principles relate primarily to the following categories: 
Revenue  Recognition
Accounting principles relating to revenue recognition are concerned pri­
marily with the time as of which it is proper to take up revenue and thereby 
give recognition to the resulting income. In this it is necessary to distinguish 
between accrual accounting and cash accou nting. Accrual accounting requires
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that revenues be recognized when a right to receive cash or other property 
is created, which is usually when the sale is made or the service rendered 
which gives rise to the right. The cash basis, on the other hand, recognizes 
the revenue at the time the cash which flows from the sale or service is 
actually received.
Cost a n d  Expense A llocation
Principles in this area deal with the determination of the fiscal period or 
periods to which costs and expenses should be charged. Here also it is im­
portant to differentiate between accrual accounting and cash accounting. 
While accrual accounting often gives recognition to costs and expenses at 
the time the cash is actually paid, it is designed to charge such items against 
the income of the accounting periods to which they relate regardless of 
when they are paid. Under the cash basis, however, costs and expenses are 
given recognition when the cash is paid regardless of the period’s operations 
to which they relate.
Asset Accountab ility
Principles in this area deal with the amounts at which assets shall be carried 
in the accounts, when their acquisition shall be recorded, how the costs of 
those which are being consumed in the business should be allocated to fiscal 
periods and how their final disposition should be recorded. This includes 
such problems as whether they should be carried continuously at cost and, 
if not, what criteria should be used in any departures from cost, how they 
should be classified in the financial statements and what methods should 
be adopted for their depreciation, depletion, amortization, obsolescence, or 
other deterioration or loss of value.
Recognition of L iab ilitie s
In this area the principal problem is that of determining when a liability or 
prospective liability shall be given recognition in the accounts. Here such 
questions as when and how to provide for estimated future liabilities, how 
liabilities should be classified in financial statements, and how to disclose 
contingencies, are involved. In this area distinctions between contractual 
liabilities and those growing indirectly out of acts related to the business 
call for consideration.
Capital
Principles dealing with classifications and descriptions of various types of 
capital stock, the amounts contributed by shareholders, the nature and sig­
nificance of different types of capital “surplus,” and accumulations of 
retained profits or deficits, fall in this area.
Disclosures
Disclosures required in financial statements in order that the statements 
may not be misleading are matters of accounting principle. This includes 
all such matters of disclosure as classifying and breaking down into more 
detail the accounts presented in the financial statements, parenthetical 
descriptions on the face of the statements, and footnotes to financial statements 
necessary to explain the nature and characteristics of items or transactions 
which are back of them. Principles of disclosure have become increasingly 
more significant as the interests of public investors continue to grow.
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In  the application of accounting principles, consistency, m ateriality 
and significance are very im portant terms.
Consistency in Application
Unless principles are applied consistently from year to year, com­
parisons from one year to the next are meaningless. Since comparisons 
and the trends which may be detected by them are often more im portant 
than the facts regarding a particular fiscal period, it is im portant that 
consistency be m aintained as fully as possible. On the other hand, it 
has to be remembered that from time to time progress may require that 
changes in principles be made in spite of the fact that comparisons will 
be destroyed for awhile. In  such cases, it is well understood that the 
differences must be clearly disclosed if they m ight have an im portant 
bearing on the conclusions to be drawn from making comparisons with 
statements of prior years.
Consistency is im portant, not only in the application of procedures but 
also in connection with classifications of items and transactions as they 
are presented under various captions in financial statements.
Materiality and Significance
These two terms are often assumed to represent different conceptions, 
bu t so far as their use in accounting is concerned their meaning is very 
much the same. An item in relation to a financial statement would be 
considered material only if it would have a significant effect upon an 
im portant judgm ent based on that statement. W hether a particular item 
is m aterial or significant cannot be determined by consideration only 
of the item itself. Its relationships to other items and to the surrounding 
circumstances have to be known before that judgm ent can be made. 
For example, the omission of a liability of 110,000 from the financial 
statements of a corporation would be very material and have a great 
deal of significance if the company had net assets of only $5,000. On the 
other hand if such an am ount were om itted from the financial state­
ments of a corporation whose net assets exceeded $5,000,000 it would 
have no materiality and no significance by itself. T hus if any item is 
not sufficiently im portant that its omission from or misrepresentation in 
a financial statement would be likely to have a significant effect upon 
the judgm ent of a person who was basing his decision in an im portant 
m atter upon his examination of the statements, it could not possibly 
be said that the item was material in that circumstance. On the other 
hand, if the omission or misrepresentation of an item would be likely to 
influence an im portant judgment, that item would have to be considered 
m aterial and its omission or misrepresentation significant.
I t  must be recognized that the determ ination of what is material or 
significant is in itself a m atter of judgm ent and it is not always possible
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to know in advance how im portant an item might be to an unknown 
user of the statements. However, the assumption has to be made that 
the user will have the ordinary intelligence, reasonableness and judg­
ment of an average person. T he decision as to whether a particular item 
is likely to be considered m aterial or not will depend on whether the 
person making the decision thinks the judgm ent of an ordinary, reason­
able, and prudent person would be affected by its treatment.
H indsight should never be used to determine whether an item is 
material or not. Judgm ent as to whether a proper determ ination of 
m ateriality was made in a particular case should be reviewed in the light 
of the facts known at the time the judgm ent had to be made in the first 
place.
Professor Dohr, in an article in The Journal of Accountancy 1 in July 
1950, offered a general definition which reads as follows:
“A statement, fact, or item is material, if, giving full consideration to the 
surrounding circumstances, as they exist at the time, it is of such a nature 
that its disclosure, or the method of treating it, would be likely to influence 
or to ‘make a difference’ in the judgment and conduct of a reasonable 
person. The same tests apply to such words as significant, consequential or 
important.”
T he Securities and Exchange Commission in Rule 1.02 of Regulation 
S-X defines m ateriality as follows;
‘‘The term ‘material,’ when used to qualify a requirement for the furnishing 
of information as to any subject, limits the information required to those 
matters as to which an average prudent investor ought reasonably to be 
informed before purchasing the security registered.”
From the foregoing it is evident that, while the terms significant and 
material are of m ajor importance in accounting and are constantly cited 
as criteria in determ ining whether a qualification needs to be expressed 
or a fact disclosed, the ultim ate interpretations of the meaning of the 
term must rest with the individual making the judgm ent in the light of 
the circumstances in the particular case. An item may be considered 
significant by one person and not by another in the same set of circum­
stances, or it may be considered significant under one set of circumstances 
and not under another.
Also an am ount may be considered significant for one purpose and not 
for another. For example, an unusual item unrelated to the operations of 
the year m ight not be considered sufficiently significant to require its ex­
clusion from the determ ination of net income and its inclusion in retained 
income unless it amounted to as much as 20% to 25%, whereas a pro­
vision for bad debts or an expected additional tax am ounting to less 
than 5% m ight be considered so significant that the certifying accountant 
would feel called upon to qualify his opinion if it were not reflected in 
the statements.
1 See references at end of this chapter.
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Conflict of Authority and Usage
W hile m ajor strides have been taken in the direction of eliminating 
conflicts between accounting principles, there are still a great many situa­
tions in which substantial conflict of usage persists. Some of these are 
the results of the diverse practices that ha\e  grown up over a period of 
years. For example, in the field of inventory valuation, last-in first-out 
produces materially different results from first-in first-out, yet both are in 
common practice. Cost of investments sold are determined on the basis 
of first-in first-out, specific items, or average cost. Profits on sales are taken 
upon the installm ent basis or accrued at the time the sale is made.
On the other hand, many areas in which differences once were notable 
have had their choices reduced or eliminated, sometimes by action of 
professional accounting organizations, sometimes by governmental 
agencies and sometimes by both. O ther agencies have also been influential 
and when all have worked together progress has been rapid. For example, 
when the American Institute of Accountants’ committee on accounting 
procedure, the New York Stock Exchange, and the Securities and Ex­
change Commission have had the same views a very substantial amount 
of uniformity has been developed quickly. Accounting for stock dividends, 
general contingencies, depreciation on appreciation, and annuity costs 
based on past services in pension plans, are a few examples of situations 
in which the S.E.C. and the Stock Exchange have supported the position 
of the Institu te’s committee on accounting procedure with unusually 
successful results.
W hen one or more of these groups have been opposed to each other, 
the areas of difference tend to continue and sometimes widen. Thus 
the committee on accounting procedure’s positions with respect to tax 
allocations, unamortized debt discount and expense on refunded bonds, 
intangibles, classification of current assets and current liabilities in the 
balance sheet, elim ination of certain types of charges and credits from 
the determ ination of net income, and the restoration of fully amortized 
assets were either not supported wholeheartedly or were actually opposed 
by one or more of the other influential groups such as the American 
Accounting Association and the Securities and Exchange Commission. 
It is not strange, therefore, to find that lack of uniformity exists in these 
areas.
Sometimes the accounting bodies and one or more governmental 
agencies have stood together while other governmental agencies opposed. 
For example, the Bureau of Internal Revenue has insisted on recognizing 
certain cash receipts as being income when received regardless of the fact 
that the Securities and Exchange Commission and the professional ac­
counting bodies believe they should be spread over the periods to which 
they relate. T he Securities and Exchange Commission has attem pted to 
eliminate large or unusual surplus charges and credits whereas some of 
the government’s public utility regulatory bodies have issued require-
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merits to the contrary. T he committee on accounting procedure thinks 
the proper position lies somewhere between.
T he question as to how conflict of authority in accounting principles 
and the resulting conflict of the principles themselves may be eliminated 
is a most difficult one. T he committee on accounting procedure, through 
its own strength and the authority which it carries, both by virtue of its 
personnel and the fact that it represents the national association of prac­
ticing certified public accountants, has established a very substantial 
following. T he Securities and Exchange Commission has given evidence 
that, for the most part, it is willing to accept the principles which are 
recommended by the committee when those principles are clearly set 
forth. Much of the business world is influenced by the membership of the 
American Institute of Accountants in the presentation of financial in­
formation. Accordingly, to whatever extent the Institute’s members 
follow the recom mendations of their national organization’s committee 
its views will have a large chance of prevailing. It also should be noted 
that a num ber of governmental regulatory bodies, besides the S.E.C., 
have given evidence that they recognize and respect the opinions of the 
committee.
A proposal has been made on a num ber of occasions that a jo in t com­
mittee composed of representatives of the American Institute of Account­
ants, the Controllers Institute, the National Association of Cost Account­
ants, the American Accounting Association, the S.E.C. and possibly other 
im portant and interested groups should be created with the idea of de­
veloping principles wh ich, presumably, everyone would follow. W hile 
this proposal, at first blush, seems quite attractive, careful consideration 
of its possible operation discloses so many difficulties of co-ordination 
and exchange of opinion as to make it very unlikely that any such plan 
can be pu t into effect in the near future. Either the committee would 
have to be so large that it would be too unwieldy to reach agreement 
within any reasonable length of time, or membership from each of the 
organizations would be too small to be considered representative, in which 
case their recommendations would not be accepted wi th confidence by 
any of the groups. However, the suggestion is one wh ich merits careful 
consideration. It m ight lead to some program for elim inating conflicts 
among accounting principles which would be practical.
Some Areas of Current Controversy
There are at the present time a substantial num ber of areas in which 
accountants disagree as to what accounting methods produce the most 
useful results. W hile the following discussion does not purport to be a 
complete treatm ent of the controversial areas or of arguments pro and 
con, it is felt that consideration of the highlights of some exam])les of 
these areas is warranted.
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Depreciation on Cost
It is safe to say that the only principle of depredation which is currently 
accepted is that it is an allocation of historical costs to the periods during 
which an asset is expected to be useful. Due prim arily to the rapid 
inflation in the price level which took place following W orld W ar II, a 
great deal of attention was given to the fact that depreciation on historical 
cost does not provide a charge sufficient to cover the replacement of the 
asset when it has to be retired.
Several alternatives have been suggested none of which has as yet 
received enough support to perm it anyone to adopt it. Some have ad­
vocated an adjustm ent of the depreciation charge to make it equal to the 
am ount which would be taken if the asset were valued on the basis of 
present prices through the application of a general purchasing power 
index num ber to the historical cost of the asset. Others would use an 
index num ber representing changes in the prices of the specific assets. 
Still others would compute the depreciation on the basis of the estimated 
replacement cost of either an identical asset or an asset such as would be 
acquired currently to replace the one which is now in use.
Objections to all of these substitutes have been so strong and those who 
have advocated departure from the cost basis have differed so materially 
among each other that no substitute has yet received any substantial num ­
ber of supporters.
Fixed Factory Overhead
It is a well-established principle and one which has been almost uni­
versally followed that in the case of a m anufacturing company the fixed 
factory overheads shall be included as part of the cost of goods produced. 
It is well established that inventories are to be carried at cost or market, 
whichever is lower, and it has generally been understood that part of 
the cost of producing goods is the overhead, including such relatively 
fixed amounts as depreciation, insurance and taxes on plant, plant m ain­
tenance costs and supervisory salaries.
In  recent years there has been a certain am ount of agitation in the 
direction of treating these fixed overhead costs as operating costs of the 
period and elim inating them from the cost of inventories carried in the 
balance sheets. Certain companies, including some of the steel companies, 
have followed the practice of treating a few of these overheads as period 
costs but it has been the general rule that they are treated as part of the 
cost of goods.
Justification for the elim ination of fixed overheads from cost in  pricing 
inventories of goods produced lies in the fact that the selling prices of 
goods are fixed by competition and a company is not in a position to 
recover its overheads if the market will not support them. Accordingly, 
since it is not possible to use cost figures in fixing prices it is argued that 
co sts should be accounted for with a view to their control rather than to
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get the exact cost of production. It must be recognized that there is con­
siderable validity in this view.
Inventory Valuation
Two radically different methods of determ ining the value of inventories 
on hand are in such widespread use that both are considered to be in 
accordance with generally accepted accounting principles. T he oldest 
and most used of these is known as first-in first-out or F if o . Under this 
method the assumption is made that the costs of the first goods purchased 
are the cost of the first goods disposed of, so that the cost of the inventory 
at the close of the period is the cost of the most recently acquired goods. 
T he other method is known as the last-in first-out or L ifo . Under this 
method the assumption is made that the cost of the first goods disposed of 
during the period was the cost of the last goods acquired and that the 
cost of the goods remaining on hand at the end of the period is the cost 
of goods which were on hand at the beginning of the period, plus those 
acquired early in the period if the remaining quantities are in excess of 
those that were on hand at the beginning of the period.
W hile the last-in first-out method of inventory valuation started as a 
concept of the flow of goods as did the first-in first-out, it soon began to be 
applied to types of goods which could not possibly have been carried 
throughout the period. As a result of this the philosophy of last-in first-out 
is commonly presented as a concept of a flow of cost factors rather than a 
flow of goods.
Currently there is considerable argument in accounting circles as to 
whether the physical How of goods has substance in the determ ination 
of a proper accounting concept. This grows out of the fact that in ­
flationary factors affecting profits during a period of rising price levels, 
and deflationary factors in a period of falling price levels, are differently 
accounted for if a philosophy of a flow of cost factors is adopted instead 
of a concept of a flow of goods. Those who adhere to first-in first-out 
method generally take the position that the method follows a concept 
of a flow of goods. They believe that even if there were a need for some 
adjustm ent or some recognition of the element of inflationary or de­
flationary profit in sales, this would not justify ignoring the fact that the 
profit on a sale is basically the result of selling goods at more than they 
actually cost. Those who adhere to the last-in first-out method ignore the 
actual cost of the goods sold and the significance of the balance sheet 
figures shown for the inventory on hand at the end of the period because 
they consider the matching of current costs against current revenues to be 
of m ajor importance. This requires adoption of the view that L ifo  is a 
concept of a flow of cost factors which it cannot be from a purely physical 
standpoint.
O ther methods of pricing inventories, such as the average cost m ethod,
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the specific identification method and the retail method also are in use 
and have a substantial following in certain types of business. In general 
the average cost method is a practical expedient for m aintaining con­
tinuing records on an assumption of a first-in first-out flow of goods and 
the results are not materially different from F if o . The specific identifica­
tion method is generally applied in those cases where the units of goods 
are so different from each other that the cost of the individual item is the 
only am ount of significance. The retail method is especially designed for 
retail stores and is a procedure for pricing inventories by deducting 
departm ental markups from current selling prices.
Development Costs
Another area in which two conflicting methods of accounting are both 
recognized as generally accepted is in the treatm ent of development costs. 
As previously mentioned in the mining and oil industries both methods 
are used. One oil company, for example, may write off drilling costs 
immediately as part of the expenses of the period in which the drilling 
takes place. Another may treat the costs as cap ital expenditures to be 
spread over the lives of the wells resulting from the successful drilling.
Obviously the different treatm ent of this item will result in a different 
showing of net income. Sometimes these differences are very material. 
W hen a company is doing approximately the same amount of develop­
m ent work each year the difference in method is of no major significance. 
However, when its development program is very much heavier in one year 
than it is in others distortions may very easily result.
Offsetting
An accounting principle relating to the presentation of financial 
inform ation is that assets and liabilities should not be offset against each 
other in the balance sheet except where a legal right of set-off exists. 
Even where this right exists, if it is not expected that in the ordinary 
course of business there will be an actual set-off of the one against the 
other, it is accepted practice to state them separately.
Thus if a company has cash in the bank and at the same time owes 
the bank on a note, it is not considered proper to offset the bank balance 
against the note or vice versa. T he cash is on hand for the general use 
of the business and there is no lien upon it for the payment of the bank 
note which would assure its use for that purpose and that purpose alone. 
Similarly, a company may have a creditor who is also its debtor, yet in 
the ordinary course of business it may not be intended that the one 
position is to be used to liquidate the other. In  case of bankruptcy a 
creditor might not even be permitted to use his own obligation to the 
debtor as an offset to the bankrupt’s debt to him since it would be at the 
expense of other creditors.
Accordingly, it is well recognized that such assets should be set forth 
separately among the other assets so that, for example, the representation
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of the total assets will be correctly reflected and that, similarly, the total 
of the liabilities will be accurate. It is only in rare circumstances where 
there is a legal set-off and it is expected that in the ordinary course 
of business the item will be set-off that it may be appropriate to follow 
the practice of offsetting.
This principle has been violated in practice in one area, that is, in the 
offsetting of government securities against the liability to the government 
for income taxes. This violation has occurred so frequently, as a result 
of a precedent approved by the committee on accounting procedure of 
offsetting certain U. S. T ax  Notes which were legal offsets, that it has 
become a generally accepted practice. It must be recognized however, 
that it is an exception to general principles and should not be regarded 
as a precedent for offsets of any other kind.
Codification of Principles
Unfortunately, no authoritative statement covering the entire field of 
accounting principles has yet been developed. A num ber of text books 
have done a pretty comprehensive job of it but they carry only the 
authority of the authors as individuals. T he bulletins * of the American 
Institu te’s committee on accounting procedure do not purport to cover 
the entire field of accounting principles. They deal only with a few of the 
areas in which some effort to settle existing controversies seemed pressing.
Probably the most authoritative effort to present a concise statement 
covering the entire field of accounting principles is the one mentioned 
previously which was issued by the executive committee of the American 
Accounting Association in June 1948, under the title “Accounting Con­
cepts and Standards Underlying Corporate Financial Statements.’’ (Ap­
pendix B).
A comprehensive and authoritative statement of accounting principles 
would be of a great deal of benefit to the profession and to the business 
world generally. Some members of the committee on accounting pro­
cedure have felt that it should undertake such a task, and when the 
decision was originally made to restate the accounting research bulletins, 
consideration was given to the development of such a comprehensive 
statement. Such a statement would have to be in great detail if it were 
to be useful as a guide in settling the many practical problems faced 
every day by business. Such a task was found to be too great for the 
committee to attem pt to undertake at the time. Sooner or later it will 
probably have to be done.
T he statement of accounting concepts and standards by the American 
Accounting Association, while purporting to cover the entire area, is so 
concise and condensed that it is often impossible to determine how it
* As previously mentioned, its bulletins are being restated under the title “Restate­
ment and Revision of Accounting Research Bulletins” (This restatement will constitute 
Appendix A).
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should be applied in particular situations. However, its new series of 
supplemental statements are providing amplification of some points. 
Furthermore, as indicated previously, there is some feeling that the state­
ments by the American Accounting Association are more in the nature of 
statements of ideal objectives rather than recommendations as to what 
should be immediately undertaken in practice.
W ith respect to this latter point, it might be mentioned that there 
seems to be a rather general understanding among the members of the 
Institu te’s committee on accounting procedure and the Association’s 
committee on concepts and standards that the two committees have some­
what different functions.
Individuals who have been on both of these committees have taken the 
position that, when acting as a member of the American Institu te’s 
committee, they would recommend only procedures which they thought 
it would be practical to ask corporations to follow at once, and their 
certifying accountants to support, whereas when they acted as a mem­
ber of the American Accounting Association’s committee they were willing 
to recommend procedures which could not immediately be pu t into prac­
tice but which they hoped would be adopted sometime, possibly only after 
a generation of students had been educated to think along those lines.
Terminology
A  common understanding of terms that are used in any field of en­
deavor, whether it be science, art, business or religion, is extremely de­
sirable. For the same reason that areas of differences exist among account­
ing principles, a considerable amount of variation exists in the interpreta­
tion given to some of the terms that have commonly been used in account­
ing. Some of them are the identical words used in other fields, such as in 
economics, finance and law. In  many instances the meaning of a term is 
different in each of these fields. W ithout a common understanding of the 
meaning of certain commonly used terms, it is difficult for accountants 
to convey correctly the meanings they intend to others who use accounting 
information. Accordingly, to facilitate communication and common 
understanding of terms used in accounting, it is desirable that there 
should be a standardization of their usage and a common definition of 
their meanings.
Some efforts in the direction of developing definitions have been made. 
In  the year of 1931 a book entitled “Accounting Terminology” was issued 
by the American Institute of Accountants which, while helpful at the 
time, now is obsolete and out of print.
T he Institu te’s committee on terminology in 1936 prepared a report 
containing a great many definitions of terms used in accounting bu t so 
much opposition developed to so many of the statements it contained that 
it was never printed.
As previously stated, eight statements by the Institu te’s committee on
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terminology containing definitions of certain terms having specialized 
meanings in accounting were included among the first forty-two account­
ing research bulletins. These are to be restated by the terminology 
committee and published in a single booklet entitled “Review and 
Resume of Terminology Bulletins.”
Singular among these definitions are the recommendations that the 
words “surplus” and “reserve” be dropped from accounting usage in 
favor of other less confining expressions.
W hen the Income Study Group, which culminated its efforts in the 
issuance of a report entitled “Changing Concepts of Business Income,” 
was originally set up and funds requested from the Rockefeller Founda­
tion and the American Institute of Accountants, it was intended to deal 
with terminology. T he plan was to have the group made up of repre­
sentatives of leading branches of society which use terms similar to those 
used by the accountants for the purpose of recommending definitions to 
be used by all. It was believed that if a group of this kind made up of 
accountants, lawyers, economists, financiers, business managers, bankers, 
labor leaders and investment counselors would agree on a definition, it 
m ight be reasonable to expect that all groups would adopt it. Due to a 
shift in plans, however, this group’s efforts were directed to a study of the 
problems of measuring business income which develop during periods of 
rapidly changing price levels and all efforts to develop common terminol­
ogy were abandoned.
T he need for the development of an authoritative and comprehensive 
statement of definitions of terms commonly used in accounting is still 
great and it is to be hoped that the American Institu te’s committee on 
terminology will be able to turn its attention to the clarification of the 
meaning of so many of the terms which have caused confusion in the past. 
In the meantime, many definitions have been published by individual 
authors through commercial publishing houses. Practically every text­
book writer has defined some of the terms which are commonly used. At 
least one has devoted an entire book to his definitions of the terms 
commonly encountered in the course of the practice of accountancy.2
THE APPLICATION OF PRINCIPLES
The Independent Auditor's Responsibility for Principles
One of the auditing standards which has been adopted by the American 
Institute of Accountants is that the report of the independent certified 
public accountant shall state whether the financial statements are pre­
sented in accordance with generally accepted principles of accounting 
and whether such principles have been observed in a manner that is con­
sistent with the preceding period.
Thus one of the primary objectives of an auditor in the examination 
of the financial statements is to determine whether they were prepared
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and therefore are presented in accordance with generally accepted ac­
counting principles. In order to do this, he must not only be familiar 
with generally accepted accounting principles but he must have tested 
the procedures followed by his client sufficiently to have been able to 
satisfy himself that they are in accordance with such principles. If he 
finds they are not, he has an obligation to cause the statements to be cor­
rected or to point out in his report wherein they do not correspond. In 
the latter event he has the obligation of determ ining whether the digres­
sion is such that he must deny an opinion or whether it is so easy to under­
stand that the statements together with his explanation can be considered 
a sufficiently fair presentation that a qualified opinion may be expressed.
W hen the statements covered by the report are in agreement with 
generally accepted accounting principles, but are not consistent with 
those of preceding periods, the auditor must point out to what extent 
there has been a change in principle and he should indicate whether he 
believes that change to be appropriate. In order that there may be reason­
able comparison with preceding years, the financial effect of such a 
change in principle as compared with the principle followed in the pre­
ceding year also should be set forth clearly. Generally the client will 
present information of this type in a footnote so that all the accountant 
needs to do in his report is to direct attention to the change as set forth in 
the footnote, express his view with respect to the change and qualify as 
to consistency. If the client has not explained the inconsistencies, the 
auditor must fully disclose them.
Where the statements do not conform to generally accepted accounting 
principles, the place for stating that fact is not in the footnotes themselves 
but in the auditor’s report. T he fact that the statements are the repre­
sentations of the client precludes the assertion in the footnote that the 
statements themselves are not in accordance with generally accepted 
accounting principles. Presumably the client believes that the statements 
are properly presented or he would require them to be changed since he 
has the primary responsibility for them. Accordingly, the only justifica­
tion for departure by the client from what the auditor thinks are generally 
accepted accounting principles is a difference of opinion as to what is 
proper. T he client presents the financial statements as he thinks they 
should be. T he auditor’s report is the place in which the auditor pre­
sents his own views and expresses his own opinion regarding the financial 
statements, including their conformance with generally accepted account­
ing principles.
Causes of Violation of Principle
Accountants with even a modest am ount of experience recognize that 
there are a great many violations of generally accepted accounting prin­
ciples by business. T he causes are many and varied. The auditor is 
constantly alert for violations which are designed to mislead. He quickly
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assumes responsibility lor refusing to permit his name to be associated 
with financial statements when he recognizes that departures from ac­
cepted principles are designed to be harmful to someone.
On the other hand, unfortunately, there is a tendency by accountants 
to overlook violations of principle that result from either of two im­
portant causes, namely, to keep the books in agreement with the income 
tax returns, and to adhere to the old idea of conservatism.
T he income tax laws, the Bureau of Internal Revenue in its ad­
m inistration of such laws, and the courts in their interpretation of them, 
have required that a num ber of accounting procedures be followed 
in the determ ination of taxable income which are not in agreement 
with the generally accepted principles of accounting commonly used for 
financial statement purposes. It must be recognized that, rightly or 
wrongly, tax accounting is designed to make the adm inistration of the 
income tax laws as easy as possible and to subject the income to taxation 
as soon as possible. Accordingly, the mere fact that a procedure is per­
m itted or even required for income tax accounting purposes does not 
mean that it is appropriate or that it should be permitted in the pre­
sentation of financial information for other purposes. W hile following 
accepted practices in the financial accounts may necessitate long recon­
ciliation schedules between the books and the tax returns, the certified 
public accountant has a definite obligation to insist that generally ac­
cepted accounting principles be adhered to whenever the effect of depart­
ing from them would be significant.
T he other common argument used to justify departure from generally 
accepted accounting principles is that the procedure adopted is conserva­
tive. As pointed out on pages 16 and 17 of this chapter, certain types of 
so-called “conservatism” have ceased to have merit. Accordingly, the 
certified public accountant has a duty to ascertain whether the proposed 
violation of generally accepted accounting principles in the name of 
conservatism is of such a nature that it would have a significant effect in 
the financial statements and whether the results might be misleading.
Exceptions to Practices
It is well recognized that the primary responsibility for the presentation 
of financial statements rests with the persons comprising the management 
of the business issuing the statement. They are the ones who control the 
internal accounting, who know what transactions actually took place, 
and whether the transactions have been properly reflected in the accounts. 
It is also they who decide to whom and for what purpose the reports 
shall be distributed.
T he independent auditor has a major responsibility for the financial 
statements with which he permits his name to be associated, but it is a 
secondary and not a primary one. It is his responsibility to make such 
tests as are necessary, in accordance with generally accepted auditing
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standards, to satisfy himself as to whether the statements fairly present 
the condition of the business and the results of its operations in accord­
ance with generally accepted accounting principles. He is often retained 
to do special work which does not involve the customary financial state­
ments.
In such cases, it is his responsibility to see that any data covered 
by his report be prepared so as to fairly present what they purport to 
present. Moreover, when accounting principles are involved he must 
know whether they are in accordance with generally accepted accounting 
principles and must disclose all m aterial inform ation necessary to keep 
the report from being misleading.
If an accountant permits his name to be associated with a set of financial 
statements, he must take exception to any failure to observe generally 
accepted accounting principles which would have a m aterial effect on 
the statements. However, there is a lim it to the extent of the exceptions 
which it is appropriate for him  to take. Thus, if the departures from 
generally accepted accounting principles are so numerous that it is not 
possible for him  to state fairly and concisely what the proper results 
would have been had generally accepted accounting principles been fol­
lowed, he has an obligation to avoid perm itting his name to be associated 
with the statement. It is not appropriate in such a case for him merely 
to deny an opinion since he has a very definite opinion that the state­
ments are not in accordance with generally accepted principles.
Nature of Disclosures
Disclosures in financial statements may be made in a variety of ways 
but they have only one purpose, that is, to give the reader of financial 
statements as much useful financial inform ation as it is practical to 
present in that form. A great deal of the disclosure is contained in the 
body of the statements themselves through breaking the data down into 
numerous classifications and the use of informative captions. A great 
deal also is presented in the form of footnotes. Sometimes both are 
needed in connection with the same item. For example, a company may 
have entered into a leasehold agreement which is properly reflected in 
the accounts, but the nature of which is so significant to the user of the 
financial statements that an explanation of the facts must be given. This 
would require a disclosure in the form of a footnote to the financial 
statements or, if the management declined to make the disclosure, it 
would call for an explanation in the report of the auditor.
Sometimes a disclosure is required to explain a financial or accounting 
policy on the part of the company. For example, a company may be 
properly accounting for its inventory on the L ifo  basis, yet w ithout a 
disclosure of this fact, either on the face of the statement or in a footnote 
to it, a reader might draw a very erroneous conclusion.
Ch. 17] A CCOUNTING PRINCIPLES 37
What Must Be Disclosed?
Much of the inform ation which is essential to a sound judgm ent with 
respect to the future of a company, and therefore to an intelligent invest­
m ent decision, is not of the kind which accountants feel can be included 
in financial statements. W hile much of it may be financial in character 
or will at least have a significant effect upon the financial statements of 
the future, it still is of such a nature that it is virtually impossible to do 
more than surmise what effect it may have on the business. Reporting 
the anticipated effects of events in estimates of dollars and cents when 
there is no reasonable basis of approxim ation can only be more mislead­
ing than helpful.
Thus a company may anticipate unfavorable governmental action of 
some kind which could materially affect the well-being of the corporation, 
yet it would usually be so general that it should not be disclosed in fi­
nancial statements. After all, it must be recognized that persons who 
seek to understand the condition of a business and its prospects must 
look for a great deal of inform ation other than that which is contained 
in the financial statements themselves. Thus the threat of a price or wage­
fixing policy that would affect the company is something which if it 
materialized might have either good or bad effects, the measurement of 
which would be impossible. A company may have deteriorating labor 
relations which are bound in the near future to result in the unionization 
of its plant, yet any attem pt to predict the financial significance of that 
condition would be so speculative and so far from the factual type of 
data expected to be found in accounting statements that its disclosure 
would hardly be thought of.
On the other hand, it must be recognized that over the years there 
has been a substantial extension of the area considered appropriate for 
disclosure in financial statements. Not many years ago the am ount of 
disclosure in the ordinary set of published financial statements was very 
limited. Even much purely factual accounting data, such as sales and 
cost of sales, major subdivisions of inventory, the basis of carrying fixed 
assets, the basis of pricing inventory, and restrictions on the payment 
of dividends, which now are almost universal in financial statements, 
were completely om itted in many cases twenty-five or thirty years ago.
Among the disclosure practices which have become accepted in more 
recent years are the accruing of net losses on firm purchase commitments 
of goods for inventory when there has been a fall in the m arket price to 
the point where it is anticipated that their cost will not be recoverable. 
W hile these now are provided for in the same m anner as are inventory 
write-downs from cost to market, it is accepted that when the amounts of 
losses on the purchase commitments are material, they will be disclosed 
separately in the income statement.
Similarly, indicated losses on uncompleted sales contracts, if material, 
are coming to be recognized as requiring accrual and disclosure.
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In  both the sales and purchase areas, however, it must be recognized 
that the auditor’s ability to determine the extent to which there are 
commitments is somewhat limited. Sales or purchase contracts may exist 
w ithout his being able to find any evidence of them in the accounts and 
with no practical way of ascertaining their existence if the management 
should choose to withhold inform ation concerning them. Where a firm’s 
sales or purchase commitments are protected by firm purchase or sales 
contracts, respectively, or where there are other circumstances which 
would reasonably assure the ability to carry out the contract without loss, 
no provision or disclosure would be called for since there would be no 
evidence of possible loss.
Usually, commitments in the ordinary course of business on which it 
does not appear that losses are likely to be sustained are not reflected in 
the accounts but extraordinary commitments, considerably beyond those 
customarily made, may be significant enough that they should be dis­
closed.
In  recent years, practice has gone farther and farther in the direction 
of disclosing more and more inform ation which is not susceptible of in­
clusion as part of the assets, liabilities, proprietorship, income or expense 
of the company. For example, it is now customary to m ention con­
tingencies that may result in losses in the future even though they may 
not be measurable at the time. T hus the existence of a law suit against 
the company which would result in serious financial damage if it were 
successful would be considered a necessary disclosure in a balance sheet.
Usually, disclosures of contingent liabilities are made in footnotes to 
the financial statement, although some may be set forth on the face of 
the balance sheet w ithout dollar amounts attached to them. Often con­
tingencies are such that it is possible to state their amounts w ithout know­
ing whether they will turn out to be liabilities or not. For example, the 
government may bring suit to collect certain income taxes which it claims 
to be due but which the company and its counsel believe it should not 
pay and will not have to pay. In  such cases a footnote reporting the suit 
would probably be required, but it m ight indicate the am ount involved 
in the suit w ithout setting up any provision for it. On the other hand, 
if there seemed to be a reasonable possibility that the government would 
be successful, the am ount of the liability might have to be accrued.
Ever since October 1949, when the American Institute of Accountant’s 
committee on accounting procedure issued its Accounting Research Bul­
letin No. 38, 3 where rentals or other obligations under long-term leases 
are material, it has been accepted practice to disclose in the financial 
statements or in notes thereto the am ount of annual rentals to be paid 
under such leases together with some indication of the period for which 
they are payable and any other im portant obligation assumed or guar­
antee made in connection therewith. Similarly, disclosure of the amounts 
of facilities purchased under certificates of necessity, depreciation and de­
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pletion policies, and the provisions of pension and retirem ent plans and 
of stock options and stock purchase plans are becoming more common all 
the time.
Clearly the trend of thinking is in the direction of extending the boun­
daries of disclosure. Whenever the monetary effects on the business of 
im portant events can be estimated within reasonable limits, the tendency 
has been in the direction of pressing for their disclosure. T he difficulty is 
in determ ining when an event can be said to afford a basis for reasonable 
approxim ation of its financial effect on the company’s affairs. Hindsight 
often makes a pretty wild guess out of what originally looked like an 
almost sure thing. Bad estimates are worse than none so a note of caution 
not to push these efforts too far may be in order. Prediction and forecast 
have their place in reports by management to their investors but they are 
not a part of the function of the independent certified public accountant 
and should not be presented to the investor in a place which makes it 
appear that the certified public accountant has some responsibility for 
them.
W hile every effort should be made to develop the philosophy of having 
management disclose to shareholders all matters which they think might 
be materially significant, a great deal of this disclosure should not be made 
in the financial statements. Only significant financial facts should be re­
ported in the financial statements covered by the independent auditor’s 
report. If other types of disclosures are made in such statements the 
auditor must either disclaim responsibility for them or it will be assumed 
that his opinion covers them also. Furthermore, if accountants generally 
permit them to be included in the financial statements there is danger 
that the public will assume that they belong there. If this philosophy 
should develop to any degree, an accountant might be subjected to severe 
liabilities when a situation arises in which such inform ation is not dis­
closed. He could very easily become the innocent “whipping-boy” for 
having failed to do something which it was not his responsibility to do 
in the first place.
It also must be remembered that if a great deal of inform ation is in ­
corporated in footnotes to the financial statements which is not directly 
related to accounting, it is likely to serve to conceal vital inform ation 
which is related to the accounts. A plethora of useless notes or notes 
unrelated to the financial statements will confuse most readers to the 
point where they cannot distinguish the im portant from the unim portant. 
It is a favorite device of many who wish to hide im portant unfavorable 
facts, and accountants should not let themselves be made parties to it.
Form of Disclosure
Disclosures may take the form either of parenthetical statements on 
the face of the financial statements themselves, footnotes to the financial 
statements, or comments in the report of the auditor. Many disclosures
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are made parenthetically on the face of the financial statements. Thus, 
inform ation that a company’s inventory costs are determined on the 
first-in first-out basis and that inventory pricing is on the lower of cost or 
market could appear immediately following the descrip tion of the in­
ventory on the face of the balance sheet.
Similarly, the fact that investments are carried at cost or that the fixed 
properties are carried at cost or on a basis other than cost also would be 
appropriately shown on the face of the balance sheet. Contingent liabili­
ties are often disclosed on the face of the balance sheet.
O ther types of inform ation are best disclosed in footnotes. Thus, in­
formation with respect to a long term lease, or the treatm ent of facilities 
acquired under certificates of necessity or the method of handling develop­
ment costs, are all significant facts. They need to be explained to the 
prospective reader of the financial statements bu t they could not con­
veniently be stated on the face of the statements.
E ither the face of the financial statements or the footnotes is the proper 
place for management to make its representations. Any disclosures that 
are made in the auditor’s report are generally for the purpose of curing 
what the accountant considers to be a lack of adequate disclosure in the 
financial statements.
Sometimes the client will refuse to make a disclosure on the face of the 
statement yet will accede to publishing a report in which the auditor 
makes the same disclosure. This is usually due to the fact that the m an­
agement considers the disclosure unim portant and will not accept the 
judgm ent of the auditor though it will not interfere with him  expressing 
his own opinion as to the materiality. However, it must be kept in m ind 
that disclosure by footnote or in the report will not cure a significant 
deficiency in the statements. Disclosures, of course, relating to the 
auditor’s exceptions to the principles followed by the company or to the 
restrictions on the scope of his examination or to the consistency of the 
statements with those of prior years properly belong in the accountant’s 
report.
Post-Balance-Sheet Events
Another type of nonrecorded inform ation that may have to be dis­
closed is with respect to events transpiring after the close of the fiscal year. 
Thus, such events as im portant fire losses, sales of significant portions of 
the productive facilities of the business, acquisition of substantial plants 
or additional business enterprises, collection of a material am ount of life 
insurance on the death of an officer, changes in capital structure, and the 
initiation of sizeable damage suit proceedings, should be disclosed even 
though they occur after the balance sheet date.
Responsibility for such disclosures generally devolves upon the m an­
agement which will ordinarily be informed as to all significant transac­
tions and events and will usually be able to judge their relative im port­
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ance. T he independent accountant, in all probability, will have no direct 
knowledge of them and often no reasonable source of inform ation regard­
ing them except the management. Accordingly, it is generally recognized 
that the independent accountant has only a very limited responsibility for 
learning of them. However, it seems to be generally agreed that, to what­
ever extent the independent accountant has knowledge of such events or 
transactions of this type which are of m aterial significance, it is his re­
ponsibility to see that they are properly considered and given appropriate 
recognition in the preparation of the financial statements, and that in any 
case in which the company, to his knowledge, has failed to do so, he is 
under obligation to qualify his report or disclose the information as re­
quired by the circumstances.
It must be recognized that the accountant has no responsibility for 
disclosure of what might be called “nonaccounting” events, such as 
changes in management, inventions of products, strikes or unionization 
of plant, the significance of an im portant marketing agreement, develop­
m ent of new production methods, changes in regulatory laws, et cetera. 
This type of inform ation is not given in connection with financial state­
ments even if it relates to events which transpire during the year under 
review so, of course, it would be unreasonable to require giving it with 
respect to events which had not taken place until after the close of the 
year.
In some cases events transpiring after the close of the period affect the 
financial statements and should be recognized in them. T hus if subse­
quent inform ation furnishes a basis for testing the fairness of estimates 
reflected in the statements under review and would have been used in 
making such estimates if it had been foreseeable at the year end, it should 
be availed of to properly present the financial inform ation in the financial 
statements. Examples would be the collection of receivables or the settle­
ment of claims against the company on a basis substantially different from 
what was anticipated at the balance sheet date. A retroactive change in 
tax laws after the close of the fiscal year which resulted in an increase in 
the am ount of the taxes payable on the income of the year under review 
would be another example of a post-balance-sheet event which should 
result in adjustm ent of the financial statements.
However, events which do not have any effect on the financial state­
ments of the current year but will result in accounting entries in the next 
year may sometimes be so im portant that they should be disclosed. If they 
are not and they came to the auditor’s attention, he has an obligation to 
insist that they be disclosed if he thinks they would be of m aterial im­
portance to the user of the statement. An example of this type of event 
would be the sale of a large bond issue or the disposal of a large part of 
the productive plant.
In this respect it should be recognized that there are special responsibili­
ties under the Securities Act and the Securities Exchange Act for making
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known certain inform ation and that anyone who has anything to do with 
statements filed under these acts has a responsibility for knowing what 
the law is and what his obligations are under it and under the rules and 
regulations issued in connection therewith.
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ACCOUNTING CONCEPTS AND STANDARDS UNDERLYING
CORPORATE FINANCIAL STATEMENTS
1948 Revision
Prefatory Note
In June 1936, the executive committee of the American Accounting 
Association issued a tentative statement of accounting principles relating 
to the financial reports of business corporations. This was followed five 
years later by a revision entitled “Accounting Principles Underlying 
Corporate Financial Statements.” In this third statement the committee 
reaffirms and restates the following preliminary considerations expressed 
in the 1941 statement:
1. The basic objective has been to stimulate the continued study and discussion 
of accounting standards and their periodic restatement, thereby assisting in 
the orderly development of accounting concepts and their wider acceptance 
both among accountants and among others in any way influenced by or in­
terested in the findings of accountants.*
2. So many decisions are dependent on interpretations of corporate reports that 
uniform, objective, and well-defined standards have become a requisite for the 
use of the reports by persons having an interest in an individual enterprise 
or in the broader problems relating to the national economy.
3. Because basic accounting concepts and standards remain relatively undis­
turbed even during periods of economic change, restatements will involve 
primarily changes in emphasis.
4. Although a comprehensive understanding of the financial position and operat­
ing activities of a corporation is derived only in part from financial statements, 
it should nevertheless be possible for a person moderately experienced in 
business and finance to obtain from such statements basic information on 
which he may rely with confidence.
5. In the application of standards individual differences in industries or in 
enterprises within an industry may require that allowance be made for well- 
established practices, but the standards here recommended are believed to be 
capable of general application. Any deviation therefrom should be carefully 
weighed and if made, disclosed both qualitatively and quantitively in the 
financial statements.
The acceptance by any business organization of the concepts and stand­
ards presented here should not be viewed as a submission to arbitrary 
rules and restraints but as providing an opportunity for interpretation 
and comparison by means of the common language of accounting.
Assets
The assets or economic resources of an enterprise are its rights in 
property, both tangible and intangible. The most commonly useful 
financial statements report the origin and disposition of the assets of an
* Although seldom given express recognition, accounting concepts are embodied in a 
framework of underlying conditions and assumptions, such as (a) a business entity with 
an income objective, (b) a continuity of operations as a going concern, (c) the accrual 
basis of accounting, (d) the need for periodic reporting, and (e) the preparation, from 
underlying data, of statements embodying the point of view of stockholders.
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enterprise in terms of costs established and recorded at the time the assets 
are acquired. T he importance of costs as a record of the accountability of 
an enterprise for its resources makes it essential that their determ ination 
be based on available objective evidence. W hen an asset is purchased such 
evidence is found in the cash outlay, in the fair market value of any non­
cash consideration, or in the absence of these measures of cost, in the fair 
market value of the asset acquired. T he measure of cost for an asset re­
ceived through a revenue transaction is fair market value, ordinarily 
indicated by the established selling price of the goods or services sold. 
W here an asset is acquired from investors or donors its cost for accounting 
purposes is fair market value at the time of acquisition.
(1) . T he cost of a group of assets acquired for a lum p sum should be 
allocated to property units, tangible or intangible, after careful considera­
tion of the nature and condition of each unit, and its intended use and 
prospective earning power or value in exchange.
(2). If an asset has use or exchange value for a limited period, whether 
resulting from operations or other events, its cost must be reasonably and 
systematically assigned to expense or transferred to other assets. T he 
portion of recorded cost to be reported in the balance sheet is the amount 
assignable to future periods. W here an asset or asset group will be con­
tinued in use, this am ount is the portion of cost recoverable through the 
remaining useful services the asset is expected to yield. For a fixed asset 
held for sale the balance sheet am ount is that portion of cost not in excess 
of the expected net proceeds. A decline in the cost of replacement or re­
production is not conclusive evidence that a portion of unassigned cost 
cannot be recovered.
(3). T here should be no departure from the cost basis to reflect the 
assets of an enterprise at amounts higher than unassigned costs. Con­
tinuous replacements of assets, frequently of a type different from those 
replaced, and the practical difficulty of measuring replacement values, 
emphasize the need for a historical record in terms of the consistent, ob­
jective basis of cost.*
(4) . Adherence to the cost basis of accounting requires that there 
should be no suppression or unwarranted assignment to expense of the 
costs of existing assets.
Income
T he income of an enterprise is the increase in its net assets (assets less 
liabilities) measured by the excess of revenue over expense. T he income
* Readers of financial statements may be aided in their interpretations by considering 
the effect of fluctuations in the purchasing power of money. A marked, permanent 
change in price levels might im pair the usefulness of statements reporting asset costs; 
however, price changes during recent years do not afford sufficient justification for a 
departure from cost. Accounting concepts and standards appropriate for the reflection 
of a drastic and permanent change in prices would need to be developed in the event of 
such a change.
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of a corporation is not affected by the issuance, acquisition, or retirem ent 
of the corporation’s own capital shares, adjustments of stockholders’ in­
terests, or dividend distributions by the corporation.**
Revenue
Revenue is a generic term for (a) the am ount of assets received or 
liabilities liquidated in the sale of the products or services of an enter­
prise, (b) the gain from sales or exchanges of assets other than stock in 
trade, and (c) the gain from advantageous settlements of liabilities. 
Revenue does not arise from a gift.
Revenue is recognized upon the transfer of an asset, the performance 
of a service, or the use of a resource of the enterprise by another party, 
accompanied by a concurrent acquisition of an asset or a reduction of a 
liability.
(1) . W hen the consideration received from a customer is an asset other 
than cash, the fair market value of the asset is ordinarily indicated by the 
established selling price of the goods or services sold.
(2) . Revenue from interest, rent, royalties and similar contracts should 
be recognized on an accrual basis in accordance with the conditions of 
the contract.
(3) . T he usual criteria for the recognition of revenue are subject to 
modification where there is an extended period of collection or where 
related expense of substantial am ount is to be incurred after the date 
of sale.
(4) . T he appreciation or enhancement of asset values resulting from 
increased market prices is not recognized as revenue prior to sale.
Expense
Expense is the cost of assets or portions thereof deducted from revenue 
in the measurement of income. These deductions arise through a current 
expenditure of cash, a total or parital expiration of asset cost, or the in­
currence of a liability. Expense consists of operating costs — deductions 
that have a traceable association with the production of revenue, and 
losses — deductions that have no such association.
(1). Expense is given recognition in the period in which there is (a) a 
direct identification or association with the revenue of the period, as in 
the case of merchandise delivered to customers; (b) an indirect association 
with the revenue of the period, as in the case of office salaries or rent; 
or (c) a measurable expiration of asset costs even though not associated 
with the production of revenue for the current period, as in the case of 
losses from flood or fire. T he revenue deductions of a period include all
** It is recognized, however, that claims or obligations which have arisen from revenue 
or expense transactions are occasionally settled by the acquisition or issuance of the 
corporation’s own capital stock; e.g., shares may be issued in connection with employ­
ment contracts.
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costs not previously deducted from revenue and not applicable to future 
periods.
(2) . Expense not subject to precise measurement should be based on 
estimates of a definitive and consistent character and should be in reason­
able conformity with policies generally established within the industry or 
trade.
(3) . T he cost of an intangible asset which has a limited-term signifi­
cance should be assigned to expense by systematic timely charges.
(4) . For purposes of determining the expense of a period, it is accept­
able to assume a flow of the cost of inventoriable items, for example, 
“first-in first-out.” T he residual cost should be carried forward in the 
balance sheet for assignment in future periods except when it is evident 
that the cost of an item of inventory cannot be recovered, whether from 
damage, deterioration, obsolescence, style change, over-supply, reduction 
in price levels, or other cause. In  such event the inventory item should 
be stated at the estimated am ount of sales proceeds less direct expense of 
completion and disposal. This concept of residual cost may be applied 
to inventory items, a group of inventory items, or to total inventory. T he 
method of inventory costing should be consistent from period to period 
and should conform reasonably with practices established within the in ­
dustry or trade.
(5) . An assignment of all or a portion of the cost of an asset to expense, 
made in good faith after considered judgm ent and after competent re­
view, in accordance with the accepted accounting concepts and standards 
of the time, is not subject to reversal in a later period. Errors of a me­
chanical and nonjudgm ent nature should be corrected in the period of 
their discovery.
(6) T he creation of or addition to a reserve by a charge against rev­
enue, except in recognition of expense, defers the recognition of income 
and impairs the significance of the financial statements.
Liabilities and Stockholders' Interest
In a corporation, there are two classes of equities: liabilities and stock­
holders’ interest. They are given accounting recognition at the time 
assets or services are received or obligations are incurred by the cor­
poration.
Liabilities
Liabilities are claims of creditors against the enterprise, arising out of 
past activities, that are to be satisfied by the disbursement or utilization 
of corporate resources. They are measured by cash received, by the 
established price of noncash assets or services received, or by estimates 
of a definitive character when the am ount owing cannot be measured 
more precisely.
(1). Any difference between the am ount payable when a liability is
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settled and the am ount of the cash or its equivalent received when the 
liability is incurred should be accumulated or amortized systematically 
during the period the obligation is outstanding.
(2). W hen a liability is liquidated, any difference between the amount 
of assets disbursed and the am ount of the obligation as then reflected 
in the accounts is revenue or expense of the period of liquidation.*
Stockholders' Interest
Stockholders’ interest is the investment of the owners in the enter­
prise, consisting of paid-in capital and retained income.
(1) . Paid-in capital is measured by the cash, or the fair market value 
of other assets or services, contributed by stockholders or by persons 
acting in a capacity other than that of stockholders or creditors, or by 
the am ount of liabilities discharged upon the transfer of an equity from 
a creditor to a stockholder status. Paid-in capital may be reduced by the 
redem ption or other reduction of outstanding shares, payments of liq­
uidating dividends, or adjustments effected by a corporate reorganization. 
T he reduction of paid-in capital upon the contraction of outstanding 
shares may not exceed the prorata portion of paid-in capital applicable 
to the num ber of shares contracted.
(2) . Retained income is the am ount of income since the formation or 
a reorganization of the enterprise less the am ount distributed to stock­
holders. Distributions include dividends and the excess of the amount 
of assets disbursed in the reacquisition of shares of capital stock over 
the prorata portion of paid-in capital applicable to such shares. The 
distinction between paid-in capital and retained income should be per­
manent. Where retained income has been designated as paid-in capital 
by means of stock dividends, recapitalizations, or by other customary 
corporate action the am ount so designated should be indicated in the 
balance sheet.
Financial Statements
Financial statements require not only the application of generally rec­
ognized accounting concepts but also adequate presentation and dis­
closure. Standards for statement presentation include the following:
(1) . Assets should be classified in such a m anner as will facilitate the 
accounting for their utilization and the preparation and interpretation 
of financial statements.
(2) . W hen a separate account (e.g., a depreciation reserve) is used to 
show the portion of an asset cost assigned to expense, the account should 
be deducted from the related asset account in the balance sheet.
* The conditions which permit the discharge of a liability at substantially less than 
the amount reflected in the accounts may be indicative of previously unrecognized or 
contingent losses.
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(3) . A ssets and  lia b ilit ie s  sh o u ld  n o t be offset un less req u ired  by law  
or contract.
(4) . T h e  m eth o d  o f in ven tory  costin g  sh o u ld  be revealed  in  the  
b alance sheet.
(5 ) . In  e x h ib it in g  a lon g-term  lia b ility , d isclosure sh o u ld  be m ade o f  
the m atu rity  am o u n t an d  o th er  sign ifican t characteristics o f the o b lig a tio n .
(6) . C o n d it io n s  lim it in g  the d isp o s itio n  o f re ta in ed  in co m e are p ref­
erably  d isclosed  by p aren th etica l com m en t or fo o tn o te . A  reserve re­
q u ired  by law  or con tract sh o u ld  be created  from  re ta in ed  in com e an d  
returned  u n d im in ish e d  to re ta in ed  in com e w h en  the n eed  for it  has 
passed. T h e  d eterm in a tio n  o f in co m e or o f the a m o u n t o f n et in com e  
carried  to  re ta in ed  in co m e sh o u ld  n o t be affected  by the creation  or d is­
p o sit io n  o f  such  reserves.
(7 ) . A n  ou tla y  by a corp ora tion  for shares o f its ow n  stock  sh ou ld  be  
treated  as a red u ctio n  o f  p a id -in  cap ita l u p  to the prorata am o u n t rep ­
resen ted  by the acq u ired  shares, w h eth er  or n o t such  shares are re issu ab le. 
If  the o u tla y  for the reacq u ired  shares exceeds the prorata  red u ctio n  of  
p aid -in  cap ita l, the excess sh o u ld  be treated  as a d istr ib u tio n  o f re ta in ed  
in com e. T h e  reissue o f  acq u ired  shares sh o u ld  be accou n ted  for in  the  
sam e m an n er as an  o r ig in a l issue o f corporate shares.
(8 ) . W h en  va lu es o f  assets o th er  than  costs ap p lica b le  to  fu tu re  p eriods  
are su p p orted  by su b sta n tia l o b jectiv e  ev id en ce, an d  are m ater ia lly  h igh er  
than  the cost a p p lica b le  to fu tu re  p eriods, such  data m ay b e essen tia l in  
in terp re tin g  the ec o n o m ic  p o s it io n  o f the en terprise . Such in fo rm a tio n , 
a d eq u a te ly  d escrib ed  as to n a tu re  an d  source, m ay be sh ow n  p aren ­
th etica lly , by fo o tn o te , or in  a su p p lem en tary  schedu le.
(9 ) . T h e  in co m e o f an  a cco u n tin g  p eriod  sh o u ld  be rep orted  in  a 
sta tem en t p ro v id in g  an  e x h ib it  o f a ll reven u e an d  ex p en se  (in c lu d in g  
losses) g iv en  a cco u n tin g  reco g n itio n  d u r in g  that p eriod . T h is  p ractice  
assures th at the in co m e sta tem ents for a p eriod  o f years w ill d isclose  
co m p le te ly  the en tire  in co m e h istory  o f that period .
(10) . T h e  in co m e sta tem en ts sh ou ld  be arranged  to rep ort con sisten tly  
an d  in  reason ab le d e ta il the p articu lars o f  reven u e and  the ex p en se  per­
ta in in g  to the o p era tion s o f the current period , m easured  as accurately  
as is p ossib le  at the tim e the sta tem en t is p rep ared  an d  also  any item s  
o f reven u e or ex p en se  n o t associated  w ith  the o p era tion s o f  the current  
p eriod . Such  arrangem en t o f d ata  in  a sin g le  sta tem en t d iscloses b o th  
the ea rn in g  p erform an ce an d  the en tire  in co m e h istory  o f the en terprise  
d u r in g  a g iv en  p eriod .
(11) . T h e  in co m e sta tem en t sh o u ld  reveal the a m o u n t o f cost as­
s ig n ed  to ex p en se  by reason  o f an y  red u ctio n  o f an in ven tory  to its re­
coverab le cost.
(12) . T h e  effect on  in com e taxes o f  an  u n u su a l item  o f  reven u e or 
ex p en se  sh o u ld  b e d isc losed  w h en ever  the effect is m ateria l. S im ilarly , 
d isclosure sh o u ld  also  b e m ade o f  m ateria l tax  co n seq u en ces resu ltin g
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from differences in financial and tax accounting. Such disclosures should 
not be made by the adjustm ent of the “provision for taxes” reported 
in the income statement; this caption should be used for the actual taxes 
paid or estimated to be payable.
(13) . A change in paid-in capital and retained income such as one 
resulting from the issuance, acquisition, conversion or exchange of capital 
stock, and from stock dividends, should be disclosed in the financial 
statements of the period in which the change occurs. Distributions to 
stockholders and preferences attaching to the ownership of particular 
classes of shares or capital stock should also be disclosed.
(14) . T he balance sheet should contain no special section for reserves. 
Each reserve should be identified as (a) a subdivision of retained income,
(b) an asset or a liability valuation account, or (c) a liability, and the 
position of the reserve in the balance sheet established accordingly.
Concluding Comment
If accounting standards are to m erit acceptance, financial statements 
in which they are incorporated must supply dependable information 
for the formulation of judgments. These judgments, made in an eco­
nomic setting subject to im portant changes, can be relied upon only if 
such standards are adhered to consistently. Changes in accounting policy 
should be limited to those that will lead to improved standards.
Accounting for the business activities of modern corporations will 
continue to offer many problems. As business structure becomes increas­
ingly complex, the special and often diverse interests of investors, m an­
agement, labor, and government will place increasing demands upon 
accounting and accountants. T he application of accounting concepts 
and standards in the solution of those problems requires on the part of 
accountants a high degree of integrity, competence, and social respon­
sibility.
Supplementary Statement No. 1 
December 31, 1950
RESERVES AND RETAINED INCOME*
T he literature of the accounting profession contains numerous attacks 
on the use in accounting of the word “reserve.” In 1949 the committee 
on concepts and standards considered this problem and recommended 
that the use of the term “reserve” be limited to reserves which constitute 
a part of the stockholders’ equity.
After further consideration the committee now believes that its earlier
* P u b lish e d  in  The Accounting Review, A p r il 1951, p ages 153-56.
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action should be extended and presents the following recommendations 
for desirable future developments in accounting.
CONCLUSIONS
1. T he term “reserve” should not be employed in published financial 
statements of business corporations.
2. T he “reserve section” in corporate balance sheets should be elim­
inated and its elements exhibited as deduction-from-asset, or liability, or 
retained income amounts.
3. Appropriations of retained income should not be made or displayed 
in such a m anner as to create misleading inferences.
(a) Appropriations of retained income which purport to reflect managerial 
policies relative to earnings retention are ineffective, and frequently mis­
leading, unless all retained income which has in fact been committed to 
operating capital is earmarked. Partial appropriation fosters the implication 
that retained earnings not earmarked are available for distribution as 
dividends.
(b) Appropriations of retained income required by law or contract preferably 
should be disclosed by footnote. If required to be displayed as balance sheet 
amounts, such appropriations should be included in the proprietary section.
(c) Appropriations of retained income reflecting anticipated future losses, or 
conjectural past or present losses (when it is not established by reasonably 
objective evidence that any loss has been incurred) preferably should be dis­
closed by footnote. If displayed as balance sheet amounts, such appropria­
tions should be included in the proprietary section.
(d) In any event, whenever appropriations are exhibited in a balance sheet, the 
retained income (excluding amounts formally capitalized) should be sum­
marized in one total.
4. T he determ ination of periodic earnings is not affected by the ap­
propriation of retained income or the restoration of such appropriated 
amounts to unappropriated retained income.
DISCUSSION
Use of the Term "Reserve"
In  general usage, outside of accounting, a reserve is a fund of cash or 
other assets. According to Webster the term means, in finance, “funds 
kept on hand to meet demands.” In accounting the term has been used 
to caption a variety of balance sheet items including segregated retained 
income, segregated assets, asset valuation and asset amortization amounts, 
and liabilities. Occasionally the term is observed even on statements of 
operations, where it is used to warn the reader that an expense has been 
estimated.
It has been recommended that the word “reserve” be restricted to cap­
tions describing appropriated retained income. W hile it would be an
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improvement in accounting terminology if the term were thus confined 
to items includible in the stockholders’ equity, this would leave un­
resolved the conflict between the general and the accounting connotations 
of the word. T he committee believes, therefore, that the popular un­
derstanding of financial statements, and the thinking of the profession, 
would be promoted by abandoning the term.
T he following advantages are anticipated:
1. Clarity of financial statement captions would be promoted.
2. Non-accountants (and students of accounting and finance) would no longer 
be expected to deal with a specialized meaning at variance with popular 
usage.
3. Professional thinking would be freed from a confusing ambiguity.
Against what appear to be obvious advantages to the abandonm ent 
of the term “reserve,” there seem to be no significant offsetting disadvan­
tages. For example, there appear to be no items which require that the 
term “reserve” be employed to devise an informative and descriptive 
caption. In  accounting as elsewhere traditional terminology is not im­
mutable.
Balance Sheet Classification
T he “reserve section” has been a common feature of published financial 
statements. It customarily appears between liabilities and capital. The 
items displayed vary from statement to statement, and have been observed 
to include asset valuation and asset amortization items, liabilities (in­
cluding deferred revenues), appropriated retained income and (rarely) 
earmarked capital stock premium.
T he classification in one section of such heterogeneous balance sheet 
elements is undesirable and misleading. If the term “reserve” is aban­
doned, the supersession of the “reserve section” by more precise classi­
fication and more informative captions should follow.
Asset valuation and asset amortization amounts established by proper 
charges to operations are misclassified unless shown as deductions from 
the assets to which they relate.
Amounts established to “provide” for anticipated shrinkages in asset 
values (such as future inventory losses, or other losses which if they do 
occur are clearly related to future, not current, operations) are not proper 
deduction-from-asset items. Such anticipated losses preferably are dis­
closed in footnotes to the statements. If management has elected to pro­
vide for them by appropriations of retained income, such appropriations 
should be classified as retained income on published statements. Similar 
conclusions are applicable to conjectural past or present losses (when it 
is not established by reasonably objective evidence that any loss has been 
incurred).
Some liabilities are subject to substantial uncertainty as to amount. 
Such liabilities should be classified with the other current or noncurrent
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obligations of the enterprise and captioned or footnoted to indicate that 
the am ount shown is estimated; if feasible, disclosure should be made of 
the extent of possible variation. T he reader of a balance sheet has a 
right to expect that the liabilities section discloses all creditor claims 
which, in the judgm ent of the management, based on reasonably ob­
jective evidence, are an established burden on the resources of the enter­
prise (including those which result from costs reasonably chargeable 
against revenues accrued to the balance sheet date). However, improbable 
and conjectural claims, the existence or validity of which is contingent, 
preferably are revealed by footnote. If displayed on the balance sheet, 
such appropriations should be classified with retained income.
Deposits, advances, and prepayments by customers (sometimes classi­
fied as “deferred revenues”) are liabilities until such time as it becomes 
appropriate to recognize them as revenue; it follows that they should be 
displayed in the liabilities section of the balance sheet. Items sometimes 
classified as deferred revenues, such as unrealized gross profit on install­
m ent sales, are not liabilities. W hen the obligations of the concern have 
been performed, and related costs are capable of reasonably objective 
measurement, revenues should not be deferred on published financial 
statements even though deferral is permissible for income tax purposes.
Appropriations of Retained Income
Appropriations of retained income are of three general types: (a) those 
which are designed to explain managerial policy with regard to pro­
spective or accomplished reinvestment of earnings, (b) those which are 
intended to restrict dividends as required by law or contract, and (c) 
those which “provide” for anticipated conjectural losses, reflecting a 
possible shrinkage in the net resources.
Type (a) appropriations, intended to explain reinvestment policy, do 
not effectively achieve this objective unless all earnings retained as long- 
run  operating capital are earmarked. It is obviously desirable to inform 
the users of published statements as to the objectives to be accomplished 
through the reinvestment of earnings, and there is reason to believe that 
management has a greater obligation in this respect than it now exercises. 
This can best be done, however, by properly descriptive narrative ma­
terial. At this stage in the development of accounting, a comprehensive 
subdivision of the proprietary equity as a summary of managerial policy 
is seldom practical. Furthermore, it is doubtful that the equity section 
of the balance sheet will ever become the most practical vehicle for the 
disclosure of such information. M anagerial policy is of necessity com­
plex; its exposition is enhanced by the flexibility of the balance sheet 
footnote, the president’s letter, or other similar device. It follows that if 
the proprietary section of the balance sheet is now an inadequate vehicle 
for the comprehensive disclosure of managerial policy, all such inter­
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pretive data should be removed from its face. W here feasible, simplicity 
is preferable to complexity. Partial earmarking is frequently misleading 
and it fosters the implication that retained earnings not earmarked are 
available for distribution as dividends.
Type (b) appropriations, required by law or contract, should be sep­
arately exhibited in the proprietary section only if display on the balance 
sheet is required. For the reasons discussed above, such appropriations 
may confuse and mislead the reader; if permissible, the facts are best dis­
closed in footnotes.
Type (c) appropriations, to “provide” for anticipated or conjectural 
losses, may be intended to disclose hazards the effect of which cannot be 
objectively determined. Such hazards are numerous in most business 
enterprises and “provisions” are established on a highly selective basis. 
Appropriations encountered in current practice vary so widely in purpose 
and scope, and carry such uninform ative captions, that a reader of pub­
lished statements who is not able to secure additional inform ation is 
confused and frequently misled. Full disclosure can most effectively be 
accomplished through footnotes to the statements.
If appropriations of retained income for any reason do appear in 
the balance sheet, they should be included in the proprietary section, 
be clearly described, and be displayed in such a way as to lead to a single 
total of retained income, including both appropriated and unappropri­
ated. This in turn facilitates the showing of the stockholders’ equity, an 
item of major importance in the statement, in a single amount.
Effect on Periodic Net Income
Because of their nature, appropriations of retained income may not 
properly enter into the determ ination of net income. If made, they 
should be charged directly to retained income and, when cancelled, 
should be returned w ithout affecting the reported net income. Further­
more, they should not be used to absorb charges arising from operations.
Proper charges against revenues for losses or expenses incurred or ac­
crued result either in liability or deduction-from-asset amounts, not in 
amounts classifiable as appropriations of retained income.
Statements of the Committee on Accounting Concepts and Standards 
represent the reasoned judgment of at least two-thirds of its members. 
They are not official pronouncements of the American Accounting Asso­
ciation or of its Executive Committee.
They shall not necessarily be viewed as stating rules of current pro­
fessional conduct or procedure. Rather, they state objectives in the de­
velopment of accounting principles. Some are intended to have immediate 
applicability, while others forecast the general direction in which account­
ing may develop.
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Supplementary Statement No. 2 
A u g u s t  1, 1951
PRICE LEVEL CHANGES AND FINANCIAL STATEMENTS*
One of the conventions presently underlying corporate accounting is 
the assumption that fluctuations in the value of money may be ignored. 
Business transactions are recorded in terms of a nominal monetary unit, 
and accounting statements exhibiting business results and financial posi­
tion similarly employ the monetary unit as a common denominator.
As traditionally measured, accounting net income expresses the excess 
of periodic revenue over the cost of the capital (resources) “consumed” 
in earning that revenue. Under the present monetary postulate the 
“costs” charged against revenue in measuring net income are, in general, 
the dollar costs — the num ber of dollars initially invested.
W ith changing price levels, however, the value of the dollar does not 
remain stable; within the economy as a whole its average purchasing 
power fluctuates continuously.** Under the impact of the price level 
changes of recent years, challenges have arisen as to the adequacy, for 
many purposes, of the conventional method of measuring net income. 
Some accountants contend that the principal significance of dollars lies 
not in their num ber bu t in their purchasing power and that, when the 
value of the dollar changes, accounting measurements of business costs 
should be modified accordingly. They propose, therefore, that the or­
derly evolution of accounting now requires, as an extension of present 
practices, the reflection in financial statements of all items of revenue 
and cost on a “common dollar” basis. They contend that experience 
amply demonstrates that money as a standard of value is an unstable 
variable; that in many cases the balance-sheet represents the assembly of 
basically non-additive amounts; and that income calculations are dis­
torted by the failure to place all amounts on a uniform  dollar value 
basis.
T he proponents of modification are not in agreement, however, as 
to the methods by which the effects of variation in the value of the dollar 
should be measured, or as to the m anner in which these effects should be 
disclosed in corporate financial statements.
* Published in T h e Accounting Review,  October 1951, pages 468-74.
** Fluctuations in the United States Bureau of Labor Statistics Index of average for 
the year wholesale prices:
1913 ........................... 69.8
1920 ........................... 154.4
1926 ............................  100.0
1932 ...........    64.8
1939 ........................... 77.1
1945 ............................  105.8
1946 ..................... 121.1
1947 .................... 152.1
1948 ..................... 165.1
1949 ..................... 155.0
1950 .................... 175.3 “Dec., 1950”
1951 ..................... 182.8 “May, 1951”
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Accountants who oppose modification contend that the conventional 
treatm ent is deeprooted in practice, in law, and in general understanding: 
that the significance of the problem is exaggerated; that the variations in 
the value of money are compensated for in part by other factors, and that 
any change in practice not supported by general demand would result in 
irregularity of application and in confusion.
T he 1948 Statement on Accounting Concepts and Standards U nder­
lying Corporate Fnancial Statements [American Accounting Association], 
in a footnote, opposed departure, at that time, from historical costs;
“Readers of financial statements may be aided in their interpretations by 
considering the effect of fluctuations in the purchasing power of money. A 
marked, permanent change in price levels might impair the usefulness of 
statements reporting asset costs; however, price changes during recent years do 
not afford sufficient justification for a departure from cost. Accounting con­
cepts and standards appropriate for the reflection of a drastic and permanent 
change in prices would need to be developed in the event of such a change.”
In reconsidering the subject at the present time, the committee does 
not believe it necessary to weigh or even to state all of the arguments for 
or against the adoption of the “common dollar” proposal. Ultimately, 
the desirability of change will be determined by the usefulness of any 
projected corrective procedures; this in turn wi ll depend largely upon 
the significance of the problem, a m atter not yet fully established by ob­
jective measurement.
In  order to clarify the problem and to suggest a course of action, the 
committee has considered these questions:
1. Is modification of the conventional accounting approach to net income de­
termination to give explicit recognition to changes in the value of the dollar 
a desirable development?
2. If so, what methods are most appropriate for measuring variations in the 
value of the dollar and for giving effect to such variations in financial reports?
3. If such modification is desirable, how is disclosure best to be accomplished?
This Supplementary Statement No. 2 sets forth the conclusions and 
recommendations of the committee.
The Question of Modification 
Conclusions
1. In  periodic reports to stockholders, the primary financial statements, 
prepared by management and verified by an independent accountant, 
should at the present stage of accounting development, continue to reflect 
historical dollar costs.
2. There is reason for believing that know ledge of the effects of the 
changing value of the dollar upon financial position and operating results 
may be useful information, if a practical and substantially uniform  
method of measurement and disclosure can be developed.
3. T h e accounting effects of the changing value of the dollar should be
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made the subject of intensive research and experimentation; the specific 
significance of the basic problem should be determined with as much ac­
curacy as possible; the means of its solution, if its significance warrants, 
should he thoroughly investigated.
Discussion
Conventional accounting practices, which include adherence to his­
torical dollar costs in financial reporting, have evolved over a long period. 
T he usefulness for certain purposes of data so derived is well established. 
A complete and abrupt shift to an alternative basis at the present time 
is believed to be both inappropriate and impractical for several reasons. 
These reasons are:
1. A vast body of common and statutory law and legal precedent, innumerable 
contractual and business relationships, and many regulatory provisions are 
presently founded on existing accounting practices.
2. Although the upward movement of prices has occasioned an increasing general 
awareness of the instability of the dollar as a unit of value measure, there is 
no clear indication that businessmen, stockholders, employees, and the general 
public either desire or could now accept, without considerable confusion, any 
departure from historical cost.
3. There is a lack of substantial agreement as to methods by which purchasing 
power adjustments may be accomplished; experimentation with specific 
methods has been inadequate. General acceptance of a proposal that present 
accounting methods be changed demands a clear demonstration of practical 
utility, which in this case is not yet available.
4. Recorded and summarized historical dollar costs appear to provide the only 
adequate starting point for the development of information which will reflect 
the effects of changes in the value of the dollar.
These reasons are deemed sufficient to sustain the conclusion that, at 
the present stage of accounting development, the primary financial state­
ments should continue to reflect historical dollar costs.
It does not follow, however, that such primary statements constitute 
the only financial information that should be presented in financial re­
ports. For many purposes wide fluctuations in the general price level 
(changes in the value of the dollar) may place severe limitations on the 
validity, and, therefore, on the usefulness of statements based on historical 
dollar costs. Under such circumstances, the income statement reflects 
revenue expressed automatically in “current” dollars, while the cost of 
earning that revenue is expressed in dollars of widely varying purchas­
ing power; the balance-sheet too, represents an assembly of items sim­
ilarly measured in varying dollars. W hile historical dollar costs statements 
are essential even in periods of major p rice change and may be adequate 
for some purposes, there is substantial evidence that important informa­
tional benefits would be derived from a restatement of accounting data 
in terms of a monetary unit of uniform significance, should an acceptable 
means of adjustment and presentat ion be developed. These benefits
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would stem from the elimination, or segregation, of one hitherto un­
known variable, the fluctuation in the un it of measure.
W hile corporate reports are typically prepared primarily for stock­
holders, the inform ation therein presented becomes, in effect, public 
property, and may enter quite generally into the formation of judg­
ments.
Financial statement data expressed in uniform  “current” dollars 
would seem to be useful for the following purposes:
1. The appraisal of managerial effectiveness in terms of the preservation of the 
current dollar equivalent of the capital invested in the business and not 
merely its initial dollar amount;
2. The analysis of earning power in terms of the current economic backdrop;
3. The determination and justification of sound wage policies; negotiations with 
labor unions;
4. The determination by government of long-range policies with respect to 
“control” of the economy through monetary policy, price regulation, limita­
tion of profits, taxation, etc.:
5. The creation of an informed public opinion with respect to profits, prices, 
wages, etc. and the effect of inflation (or deflation) upon financial relation­
ships generally;
6. The determination of managerial policies wi th respect to pricing, credit, 
dividends, expansion, and the like.
T h a t the value of the dollar does fluctuate substantially is revealed by 
published general price indexes.* T h at this fluctuation has created an 
accounting and reporting problem of m aterial significance has been less 
fully demonstrated. No specific objective method of measurement and 
adjustm ent applicable to all situations has been devised and wi dely 
adopted. Hence, accurate estimates are difficult; but there appears to 
be sufficient evidence as to the significance of the problem and as to the 
materiality of the amounts involved to justify extensive research and 
experim entation directed toward the determ ination of materiality, and, 
possibly, the development of a satisfactory solution.
Methods of Measurement
Conclusions
4. The effects of price fluctuations upon financial reports should he 
measured in terms of the over-all purchasing power of the dollar — that is, 
changes in the general price level as measured by a general price index. 
For this purpose, adjustments should not be based on either the current 
value or the replacement cost of specific types of capital consumed.
5. The measurement of price level changes should be all-inclusive; all 
statement items affected should he adjusted in a consistent manner.
See footnote, page 13.
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Discussion
It has sometimes been suggested that the current or anticipated replace­
ment cost of specific types of assets be used as a means of measuring the 
current dollar costs of capital “consumed.” This, however, would repre­
sent a departure from recorded historical cost and thereby would destroy 
to a considerable degree the objectivity of accounting. T he cost of 
“consuming” existing capital should be determined irrespective of the 
intention to replace in kind, to replace with a different type of capital, 
or not to replace at all. This conclusion appears to rule out, in the deter­
m ination of income for periodic reporting to stockholders and other non­
management groups, the use of either replacement costs or a price index 
specific to the particular kinds of assets “consumed” by a given cor­
poration.*
In  contrast, the adjustm ent of historical dollar costs — the restatement 
of these costs in current dollars of equivalent purchasing power as meas­
ured by a general price index — is independent of estimated replacement 
costs or replacement policy. It differs from the conventional original 
dollar cost concept only in that it recognizes changes in the value of the 
dollar and reflects these changes in the amortization of costs and in the 
determ ination of periodic income. Its application is independent of pos­
sible or probable future price changes, either upward or downward, since 
only past changes in the value of the dollar are reflected in the adjusted 
figures.
T he use of a measure of over-all price levels as a basis for such adjust­
ment is entirely consistent with the fact that initial investment is made as 
an alternative to all other possible business uses of funds and, as recov­
ered, again becomes “free” for reinvestment or any other proper business 
use. W hile substantial portions of inflowing funds must be used to 
replace the capital “consumed” if the productive resources of the enter­
prise are to be maintained, management has considerable freedom of 
choice in selecting the new assets to be acquired.
T he most widely urged objection to the use of price indexes as a 
means of adjusting past dollar outlays to current dollar equivalents is 
their alleged inaccuracy. T he committee believes, however, that the 
errors inherent in index num ber construction are relatively unim portant 
where substantial changes in price levels are involved. T he existence of 
such weaknesses in index num ber construction places practical lim ita­
tions on the utility of index num ber adjustments but does not invalidate 
their use. Specifically, the practical limitations are: (1) adjustments for
* The committee is not unaware of the importance of replacement costs for many 
purposes, nor is it insensitive to the fact that comparisons of current revenues with the 
costs of replacing the capital “consumed” in producing such revenues may be highly 
significant. Financial management necessarily involves the planning of fu ture  capital 
receipts and disbursements; and no valid objection can be raised to any form of explana­
tion which enhances the comprehension of such problems by stockholders and other 
interests external to corporate management.
18 T H E  CPA HANDBOOK [Ch. 17
very small changes in the general price level are ineffective and (2) ad­
justments tend to become less accurate (because of changes in the real 
weights of index num ber elements) as the time period is extended.
Generally speaking, any index num ber adjustm ent for change in the 
value of the monetary un it must be viewed, not as a fact, bu t as an 
indication of fact, although quite possibly a more accurate indication 
than is often possible in other accounting judgments, as, for example, the 
periodic cost expiration of long-lived assets. T h a t price indexes provide 
generally acceptable indications of fact is demonstrated by their increas­
ing adoption as bases for wage-payment contracts.
T he committee believes that one reasonably accurate and objective 
instrum ent for adjusting original dollar costs to reflect changes in the 
value of the dollar is the Bureau of Labor Statistics index of wholesale 
prices. Undoubtedly a better index can be developed, and will be as the 
need becomes apparent. In the meantime, the B.L.S. index will serve 
reasonably well for experimental purposes; any degree of error introduced 
by its variation from the “ideal” index may be negligible as compared 
with the difference, given substantial price changes, between original 
dollar costs and their current dollar equivalents.
Adjustments made for changes in the value of the dollar should be all- 
inclusive (i.e., should apply to all statement items). T his is held to be 
essential to full disclosure. One of the most im portant effects of price- 
level change, for example, may be its impact on the “net-balance of 
fixed-dollar items” (assets fixed in dollar am ount minus claims fixed in 
dollar amount). W hen the general price level is rising, corporations de­
rive gain (realized or unrealized as may be) from any excess of liabilities 
and nonparticipating preferred stock over assets fixed in dollar amount. 
W hen the general price level is declining, this same relation of fixed- 
dollar items results in loss, realized or unrealized. This gain (or loss, as 
the case may be), which typically moves inversely to the real cost of 
capital “consumed,” and which may be of significant proportions, is 
revealed only by analysis and adjustm ent of balance-sheet items.
Methods of Disclosure
Conclusions
6. Management may properly include in periodic reports to stock­
holders comprehensive supplementary statements which present the 
effects of the fluctuation in the value of the dollar upon net income and 
upon financial position.
a. Such supplementary statements should he internally consistent; 
the income statement and the balance-sheet should both be adjusted 
by the same procedures, so that the figures in such complementary 
statements are co-ordinate and have the same relative significance.
b. Such supplementary statements should he reconciled in detail
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with the primary  statements reflecting unadjusted original dollar 
costs, and should be regarded as an extension or elaboration of the 
primary statements rather than as a departure therefrom.
c. Such supplementary statements should be accompanied by com­
ments and explanations clearly setting forth the implications, uses 
and limitations of the adjusted data.
Discussion
T h at financial reports should include information supplementary to 
the primary statements has long been accepted in corporate reporting. 
Recently there has been included in some annual reports explanations of 
the effects of price changes upon the reported results. In general, how­
ever, references to this subject have been fragmentary and have followed 
no consistent and uniform pattern. Experimentation may demonstrate 
that the effects of price-level changes are of sufficient importance to justify 
a more comprehensive treatm ent. T he most practical method of ascer­
taining the extent of the problems involved is by means of considered 
experim entation in the preparation of supplementary analyses. The 
most promising method of determ ining the utility and acceptability of 
alternative resu lts is by means of presentation in corporate reports in 
the form of supplementary statements.
It is desirable that both the supplementary balance-sheet and the sup­
plementary income statement prepared for any given situation be di­
rected to the service of the same ends, and that they therefore be prepared 
on a consistent basis. T he items in the two statements should thus be 
accorded similar adjustment treatment. This facilitates logical presenta­
tion of the respective adjustm ent amounts, including the adjustm ent of 
the proprietary equity.
T he primary and the supplementary statements should be clearly 
reconciled through the medium of accompanying comment and explana­
tion, and the significance, implication and limitations of the adjusted 
data set forth through similar media. T his will serve the requirements 
of educational purpose and thereby contribute to a better understanding 
of our economic environment and to the establishment of more sound 
business relationships.
It is not proposed that such statements would be covered by the opinion 
of independent accountants (unless and until adjustm ent techniques 
are perfected and their utility proved): in the meantime, their status 
would be that of explanatory m aterial in the preparation of which in­
dependent accountants might participate.
Summary
In concluding this statement on P rice Level Changes and Financial   
Statements, the committee seeks to bring into perspective the several co­
ordinate recommendations which it has presented.
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In  accounting, different purposes may require different types of reports. 
T he traditional balance sheet and income statement, employing historical 
dollar costs, have proved their usefulness and are of primary importance 
for many purposes. Reports prepared to reflect fluctuations in the value 
of the dollar may prove to have substantial usefulness for other purposes.
It is the judgm ent of the committee, therefore, that the time has come 
to give adjusted dollar statements a thorough test. Such statements should 
now be, and may continue to be, supplementary to the financial state­
ments based on historical dollar cost. During the period of development 
(or of experimentation, whichever it may prove to be), such statements 
need not be covered by the independent accountant’s opinion although 
he might assist in their preparation. A num ber of such experiments by 
different corporations in different types of business will undoubtedly be 
required. Only by means of such experim entation can methodology be 
tested and usefulness proved or disproved.
T he committee has determined the basic premises on which, in its 
judgment, such tests should be conducted;
1. Since the supplementary statements are intended to restate historical costs to 
reflect changes in the value of the dollar and are not concerned with changes 
in the value of specific assets, a general price level index should be used.
2. Since the relationships within the balance sheet and within the income state­
ment, as well as between the two statements, are of importance, the adjust­
ments should be comprehensive in scope to the end that the effect of price- 
level changes will be reflected in each item to the extent appropriate.
3. Since the effectiveness of accounting statements depends on reader under­
standing as well as on basic usefulness, the two types of statements should be 
fully reconciled in published reports and should be accompanied by ex­
planations as to their respective natures, usefulness, and limitations.
Supplementary Statement No. 3 
October 31, 1951
CURRENT ASSETS AND CURRENT LIABILITIES*
In the 1948 revision of Accounting Concepts and Standards Under­
lying Corporate Financial Statements importance is attached to adequate 
presentation and disclosure in financial statements as a requisite for the 
formation of judgments. In presenting standards therefor the report 
states, among other things, that;
“Assets should be classified in such a manner as will facilitate the accounting 
for the utilization and the preparation and interpretation of financial state­
ments.”
For some time the committee on concepts and standards has been con-
* Published in The Accounting Review, January 1952, page 15.
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sidering the general subject of classifications in financial statements, with 
the objective of amplifying the specifications of this suggested standard. 
In  the course of its research, it has undertaken to review the relatively 
recent classifications and definitions of current assets, current liabilities, 
and working capital recommended in Accounting Research Bulletin 30 
of the committee on accounting procedure of the American Institute 
of Accountants (issued August 1947).
This committee endorses the conclusions of Bulletin 30 as constituting, 
within that limited area and in the present stage of the accounting art, 
desirable standards for balance sheet presentation.
This committee intends to continue its study of the general subject 
of classifications in financial statements; if and when it reaches significant 
further conclusions it will issue additional supplementary statements.
Supplementary Statement No. 4 
August 1, 1952
ACCOUNTING PRINCIPLES AND TAXABLE INCOME*
Summary
1. In the several statements of “Accounting Concepts and Standards 
Underlying Corporate Financial Statements” issued by committees of the 
American Accounting Association in 1936, 1941, and 1948, fundamental 
propositions concerning the functions of accounting in respect to revenue 
realization, costs, income, and capital were set forth. The objective in so 
doing was to present a co-ordinated statement of principles and suggested 
applications representing levels of accounting practice “departures from 
which should be viewed with concern.”
2. U nder the tax laws of the United States, Congress has enacted taxes 
on the net incomes of corporations.** In the enactment of these laws 
and in their administration, by regulation or as a result of Court 
decisions, there have developed determinations of taxable income which 
are at variance from determinations of net income for financial statement 
purposes under generally accepted accounting principles.
3. These differences between taxable income and accounting net in­
come may be classified generally into two principal categories:
(a) Differences of specification — those resulting from Congressional enactments 
designed to grant concessions as a matter of legislative grace or to deny or 
limit deductions as a matter of economic control or for purposes of raising 
revenue.
* Published in T h e  A c c o u n t i n g  R e v i e w ,  October 1952, pages 427-30.
* *  T h is Supplem entary Statem ent deals, as do others previously issued, w ith corporate 
accounting, and its conclusions do not all necessarily apply to the accounting procedures 
of individuals or partnerships.
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(b) Differences of timing — those which affect principally the time of recognition 
of income or of deductions, usually resulting from legalistic interpretations 
of the tax statutes by Court or regulative decisions (thereby setting a 
precedent for subsequent administration).
1. These differences result largely from differences in purpose. T he 
purpose of the revenue laws is to establish practical formulae for the 
collection of taxes (and at times to regulate the economy). Financial 
accounting determinations of net income are designed to measure business 
results as they occur, w ithout recognizing any artificial exclusions or 
modifications. Despite these differences in purpose, business has some­
times allowed its accounting practices to be influenced, largely for con­
venience, by income tax provisions. In at least one case, also, the income 
tax law has undertaken to decree the procedures of financial reporting.
5. T he committee has undertaken to examine these conditions for the 
particular purpose of dealing with the following questions:
(a) Recognizing that the purposes of defining a base for income taxation and of 
measuring net income for published financial statements do differ, to what 
extent, if at all, is it necessary or desirable for taxable income to differ from 
accounting net income?
(b) If such differences appear, to what extent should income tax practice be 
recognized in determining net income for financial accounting purposes?
(c) Should financial accounting procedures or reporting methods ever be decreed 
by Congressional statute?
6. T he committee’s conclusions on these questions are as follows:
(a) The right of Congress to grant tax concessions as a matter of legislative 
policy, or to impose economic or social disciplines, or to deny deductions for 
the purpose of generating revenues, is unquestioned. However, neither the 
Congress nor the administrative authorities nor the Courts should undertake 
to modify the application of generally accepted accounting principles, con­
sistently used by the taxpayer for published statement purposes, solely to 
alter the timing of recognition of income or expense for tax purposes.
(b) Corporate accounting practices for purposes of published financial state­
ments should be governed wholly by generally accepted accounting principles, 
irrespective of measurements of taxable income under provisions of the tax 
laws.
(c) Accounting principles should not be formulated or public reporting methods 
prescribed by directives of the tax laws; the body of accounting principles 
and the methods of reporting should evolve from the needs and uses of the 
broad public interest.
Discussion
7. Since the enactment in 1913 of the first revenue act under the Six­
teenth Amendment, there has been a notable and unfortunate lag in 
the legal appreciation of accounting principles. This was responsible for 
the failure to recognize the accrual concept in the early tax laws. The 
1913 income tax law was largely one which, by its terms, assessed a tax 
against cash income. Because of the problems of interpretation of such
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a statute and the inequities inherent in it, the regulations and the laws 
in later years have given general recognition to the accrual principle.
8. T he revenue acts in force from 1913 to the present time have all 
provided for recognition of the method of accounting employed by the 
taxpayer. This is presently stated in Section 41 of the Internal Revenue 
Code as follows:
“The net income shall be computed upon the basis of the taxpayer’s annual 
accounting period (fiscal year or calendar year, as the case may be) in accord­
ance with the method of accounting regularly employed in keeping the books 
of such taxpayer, but if no such method of accounting has been so employed, 
or if the method employed does not clearly reflect the income, the computa­
tion shall be made in accordance with such method as in the opinion of the 
Commissioner does clearly reflect the income.”
9. Despite this promulgation, there has developed a widening gap 
between accounting net income and taxable income. T he factors which 
have caused these variations are:
(a) Congressional enactments granting concessions (either by exclusions of in­
come or allowance of special deductions from income), or imposing limita­
tions or penalties for purposes of economic or social discipline or to protect 
the revenues. Examples are (1) the exemption of proceeds of life insurance 
policies, (2) the granting of percentage depletion allowances, (3) the denial 
of deductions for compensation paid in violation of wage stabilization laws, 
and (4) the limitations of deductions for contributions to charity.
(b) Legalistic interpretations of the tax statutes by administrative or Court 
decisions seemingly influenced largely by considerations of cash flow, in 
violation of the accrual principle of accounting. These are in the form of 
differences of timing of the recognition of income or deductions, examples of 
which are (1) the taxability of prepayments for services which are expected 
to be rendered in the future, and (2) the denial of deductions for accruals 
for known liabilities of indefinite amount.
10. T he tax laws are designed to effectuate a special purpose — the 
raising of revenue. It is wholly within the rights of Congress to prescribe 
its definition of taxable income and, in so doing, to specify additions to 
or deductions from accounting net income as it sees fit. T he allowance 
of percentage depletion, the exemption of certain reorganizations and 
like-kind exchanges, the denial of deductions for interest paid to carry 
tax-exempt securities or to purchase single premium life insurance pol­
icies, and other similar provisions, all recognize social, economic, and 
political considerations w ithout containing any suggestions that they 
modify business accounting concepts.
11. W ith such specific and intended exceptions, however, the com­
mittee believes that the public interest will best be served if the dif­
ferences between taxable income and business income are reduced, and 
if the general mandate of Section 41 is perm itted to take precedence over 
nonaccounting interpretations of the individual provisions of the law. 
T he principal differences of this character involve matters of timing of 
the recognition of income or deductions, ignoring consistent methods
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of accounting used by the taxpayer or recognized as general practices. 
T he committee believes that, unless an im portant overriding considera­
tion dictates a modifying legislative provision of the type described in 
paragraph 9 (a), the interests of government, business, and the public, 
would best be served if the definition of business income subject to tax 
were made as nearly as possible coincidental with net income under 
generally accepted accounting principles; it therefore supports the view 
that differences of the type described in paragraph 9 (b) should be elim­
inated by administrative regulation or, if necessary by legislation.
12. T he tax laws have unduly and unintentionally tended to influence 
the development of corporate accounting in that to some extent legis­
lative concessions in measuring taxable income have been adopted into 
accounting practice w ithout justification in principle. An illustration 
of this is the installm ent basis of reporting income, when the considera­
tion is received over a period of time. T here is no sound accounting 
reason for the use of the installm ent m ethod for financial statement pur­
poses in the case of closed transactions in which collection is dependent 
upon lapse of time and the probabilities of realization are properly 
evaluated.* In  the opinion of the committee, such income has accrued 
and should be recognized in financial statements, even though deferred 
for tax purposes. Another example is the practice common during 
W orld W ar II of reflecting amortization of “emergency facilities” in 
financial statements in amounts corresponding to allowable tax deduc­
tions, even though in some cases the expected useful life of the facilities 
was longer than the statutory sixty months.
13. In one notable respect, Congress has undertaken specifically to 
influence accounting practices by legislation, in that the law conditions 
the use o f the L ifo  (last-in first-out) method of inventory pricing upon 
a requirem ent that the valuation so determined be used for the purpose 
of reports or statements to shareholders, partners, or proprietors and for 
credit purposes. This requirem ent is an unw arranted and unnecessary 
encroachment and, in the opinion of the committee, should be eliminated 
by legislation.
* On this poin t, see Supplem entary Statem ent No. 1, issued December 31, 1950. Many 
accountants, including some m em bers of this com m ittee, believe th a t m ethods con­
sistently applied which accomplish a full m atching of costs w ith revenue do not violate 
th e accrual princip le even though recognition is deferred u n til collection. However, if 
collection is reasonably assured, such a delay in recognition is not, in the opinion of the 
committee, the best practice. Furtherm ore, where such m ethods are employed, dis­
closure is usually incom plete. In  any event, the so-called installm ent sales m ethod as 
usually applied does not secure an adequate m atching of revenues and costs.
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PREFACE
Since its organization the American Institute of Accountants, aware of 
divergences in accounting procedures and of an increasing interest by the 
public in financial reporting, has given consideration to problems raised 
by these divergencies. Its studies led it, in 1933, to make certain recom­
mendations to the New York Stock Exchange which were adopted by the 
Institute in 1934. Further consideration developed into a program of 
research and the publication of opinions, beginning in 1938, in a series 
of Accounting Research Bulletins.
Forty-two bulletins were issued during the period from 1939 to 1953. 
Eight of these were reports of the committee on terminology. The other 
thirty-four were the result of research by the committee on accounting 
procedure directed to those segments of accounting practice where prob­
lems were most demanding and with which business and the accounting 
profession were most concerned at the time.
Some of these studies were undertaken to meet new business or economic 
developments. Some arose out of the war which ended in 1945 and the 
problems following in its wake. Certain of the bulletins were amended, 
superseded or withdrawn as changing conditions affected their usefulness.
The purposes of this restatement are to eliminate what is no longer 
applicable, to condense and clarify what continues to be of value, to revise 
where changed views require revision, and to arrange the retained mate­
rial by subjects rather than in the order of issuance. The terminology 
bulletins are not included. They are being published separately.
The committee has made some changes of substance, which are sum­
marized in Supplement B.
The several chapters and subchapters of this restatement and revision 
are to be regarded as a cancellation and replacement of Accounting Re­
search Bulletins 1 through 42, excepting the terminology bulletins in­
cluded in that series, which are being replaced by a separate publication.
Although the committee has approved the objective of finding a better 
term than the word su rp lu s  for use in published financial statements, it 
has used su rp lu s  herein as being a technical term well understood among 
accountants, to whom its pronouncements are primarily directed.
C o m m itte e  on  A c c o u n tin g  P ro ced u re
J u n e  1953
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Each section of Accounting Research Bulletin No. 43 entitled 
Restatement and Revision of Accounting Research Bulletins, was
separately adopted by the assenting votes of the twenty members 
of the committee, except to the extent that dissents, or assents with 
qualification, are noted at the close of each section. Publication of 
the bulletin as a whole was approved by the assenting votes of all 
members of the committee, one of whom, Mr. Andrews, assented 
with qualification.
Mr. Andrews assents to the publication of this bulletin only to the 
extent that it constitutes, with no changes in meaning other than those set 
forth in Supplement B, a restatement of the bulletins previously issued 
by the committee and not mentioned in Supplement C as having been 
omitted. He dissents from the statement contained in the preface that 
this bulletin is to be regarded as a cancellation of the previously issued 
bulletins; he regards it as beyond the power of the committee to cancel 
its previous statements, which in his view inescapably remain authorita­
tive expressions as at the date of their utterance.
COMMITTEE ON ACCOUNTING PROCEDURE 
(1952 - 1953)
P a u l  K .  K n i g h t , Chairman
F r e d e r i c k  B .  A n d r e w s
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INTRODUCTION
Accounting and the Corporate System
1. Accounting is essential to the effective functioning of any business 
organization, particularly the corporate form. T he test of the corporate 
system and of the special phase of it represented by corporate accounting 
ultimately lies in the results which are produced. These results must be 
judged from the standpoint of society as a whole — not merely from that 
of any one group of interested persons.
2. T he uses to which the corporate system is put and the controls to 
which it is subject change from time to time, and all parts of the ma­
chinery must be adapted to meet changes as they occur. In the past fifty 
years there has been an increasing use of the corporate system for the 
purpose of converting into readily transferable form the ownership of 
large, complex, and more or less permanent business enterprises. This 
evolution has brought in its train certain uses of the processes of law and 
accounting which have led to the creation of new controls, revisions of the 
laws, and reconsideration of accounting procedures.
3. As a result of this development, the problems in the field of ac­
counting have increasingly come to be considered from the standpoint of 
the buyer or seller of an interest in an enterprise, with consequent 
increased recognition of the significance of the income statement and a 
tendency to restrict narrowly charges and credits to surplus. T he fairest 
possible presentation of periodic net income, with neither material over­
statement nor understatement, is important, since the results of opera­
tions are significant not only to prospective buyers of an interest in the 
enterprise but also to prospective sellers. W ith the increasing importance 
of the income statement there has been a tendency to regard the balance 
sheet as the connecting link between successive income statements; how­
ever this concept should not obscure the fact that the balance sheet has 
significant uses of its own.
4. This evolution has also led to a demand for a larger degree of un i­
formity in accounting. Uniformity has usually connoted similar treat­
ment of the same item occurring in many cases, in which sense it runs the 
risk of concealing im portant differences among cases. Another sense of 
the word would require that different authorities working independently 
on the same case should reach the same conclusions. Although uniformity 
is a worthwhile goal, it should not be pursued to the exclusion of other 
benefits. Changes of emphasis and objective as well as changes in condi­
tions under which business operates have led, and doubtless will continue 
to lead, to the adoption of new accounting procedures. Consequently 
diversity of practice may continue as new practices are adopted before 
old ones are completely discarded.
7
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Applicability of Committee Opinions
5. T he principal objective of the committee has been to narrow areas 
of difference and inconsistency in accounting practices, and to further the 
development and recognition of generally accepted accounting principles, 
through the issuance of opinions and recommendations that would serve 
as criteria for determ ining the suitability of accounting practices reflected 
in financial statements and representations of commercial and industrial 
companies. In this endeavor, the committee has considered the interpre­
tation and application of such principles as appeared to it to be pertinent 
to particular accounting problems. T he committee has not directed its 
attention to accounting problems or procedures of religious, charitable, 
scientific, educational, and similar nonprofit institutions, municipalities, 
professional firms, and the like. Accordingly, except where there is a 
specific statement of a different intent by the committee, its opinions and 
recommendations are directed primarily to business enterprises organized 
for profit.
Voting Procedure in Adopting Opinions
6. T he committee regards the representative character and general 
acceptability of its opinions as of the highest importance, and to that end 
has adopted the following procedures:
a. Any opinion or recommendation before issuance is submitted in final form 
to all members of the committee either at a meeting or by mail.
b. No such opinion or recommendation is issued unless it has received the 
approval of two-thirds of the entire committee.
c. Any member of the committee dissenting from an opinion or recommenda­
tion issued under the preceding rule is entitled to have the fact of his dissent 
and his reasons therefore recorded in the document in which the opinion or 
recommendation is presented.
7. Before reaching its conclusions, the committee gives careful con­
sideration to prior opinions, to prevailing practices, and to the views of 
professional and other bodies concerned with accounting procedures.
Authority of Opinions
8. Except in cases in which formal adoption by the Institute member­
ship has been asked and secured, the authority of opinions reached by the 
committee rests upon their general acceptability. T he committee recog­
nizes that in extraordinary cases fair presentation and justice to all parties 
at interest may require exceptional treatment. But the burden of justi­
fying departure from accepted procedures, to the extent that they are 
evidenced in committee opinions, must be assumed by those who adopt 
another treatment.
9. T he committee contemplates that its opinions will have application 
only to items material and significant in the relative circumstances. It
8
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considers that items of little or no consequence may be dealt w ith as 
expediency may suggest. However, freedom to deal expediently with 
immaterial items should not extend to a group of items whose cumulative 
effect in any one financial statement may be m aterial and significant.
Opinions Not Retroactive
10. No opinion issued by the committee is intended to have a retro­
active effect unless it contains a statement of such intention. Thus an 
opinion will ordinarily have no application to a transaction arising prior 
to its publication, nor to transactions in process of completion at the time 
of publication. But while the committee considers it inequitable to 
make its statements retroactive, it does not wish to discourage the revision 
of past accounts in an individual case if it appears to be desirable in the 
circumstances.
The Company and Its Auditors
11. Underlying all committee opinions is the fact that the accounts of 
a company are primarily the responsibility of management. T he responsi­
bility of the auditor is to express his opinion concerning the financial 
statements and to state clearly such explanations, amplifications, dis­
agreement or disapproval as he deems appropriate. W hile opinions of 
the committee are addressed particularly to certified public accountants 
whose problem it is to decide what they may properly report, the com­
mittee recommends similar application of the procedures mentioned 
herein by those who prepare the accounts and financial statements.
9
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CHAPTER 1
PRIOR OPINIONS
Section (a) Rules Adopted by Membership
Below are reprinted the six rules adopted by the membership of the 
Institute in 1934, the first five of which had been recommended in 1933
to the New York Stock Exchange by the Institu te’s committee on co­
operation with stock exchanges:
1. Unrealized profit should not be credited to income account of the corpora­
tion either directly or indirectly, through the medium of charging against 
such unrealized profits amounts which would ordinarily fall to be charged 
against income account. Profit is deemed to be realized when a sale in the 
ordinary course of business is effected, unless the circumstances are such that 
the collection of the sale price is not reasonably assured. An exception to the 
general rule may be made in respect of inventories in industries (such as 
packing house industry) in which owing to the impossibilty of determining 
costs it is a trade custom to take inventories at net selling prices, which may 
exceed cost.
2. Capital surplus, however created, should not be used to relieve the income 
account of the current or future years of charges which would otherwise fall 
to be made thereagainst. This rule might be subject to the exception that 
where, upon reorganization, a reorganized company would be relieved of 
charges which would require to be made against income if the existing cor­
poration were continued, it might be regarded as permissible to accomplish 
the same result without reorganization provided the facts were as fully 
revealed to and the action as formally approved by the shareholders as in 
reorganization.
3. Earned surplus of a subsidiary company created prior to acquisition does not 
form a part of the consolidated earned surplus of the parent company and 
subsidiaries; nor can any dividend declared out of such surplus properly be 
credited to the income account of the parent company.
4. While it is perhaps in some circumstances permissible to show stock of a 
corporation held in its own treasury as an asset, if adequately disclosed, the 
dividends on stock so held should not be treated as a credit to the income 
account of the company.
5. Notes or accounts receivable due from officers, employees or affiliated com­
panies must be shown separately and not included under a general heading 
such as notes receivable or accounts receivable.
6. If capital stock is issued nominally for the acquisition of property and it 
appears that at about the same time, and pursuant to a previous agreement 
or understanding, some portion of the stock so issued is donated to the 
corporation, it is not permissible to treat the par value of the stock nominally 
issued for the property as the cost of that property. If stock so donated is 
subsequently sold, it is not permissible to treat the proceeds as a credit to 
surplus of the corporation.
Section (b) Opinion Issued by Predecessor Committee
1. Following an inquiry made by the New York Stock Exchange, a 
predecessor committee on accounting procedure in 1938 issued the fol­
lowing report:
“PRO FITS OR LOSSES ON TREASURY STOCK”
2. “T he executive committee of the American Institute of Accountants 
has directed that the following report of the committee on accounting 
procedure, which it received at a meeting on April 8, 1938, be published, 
w ithout approval or disapproval of the committee, for the inform ation of 
members of the Institute:
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T o  THE E xecutive C o m m itt ee ,
A m erican  Institute  of A cco u ntan ts:
3. “This committee has had under consideration the question regarding 
treatm ent of purchase and sale by a corporation of its own stock, which 
was raised during 1937 by the New York Stock Exchange with the 
Institute’s special committee on co-operation with stock exchanges.
4. “As a result of discussions which then took place, the special com­
mittee on co-operation with stock exchanges made a report which was 
approved by the committee on accounting procedure and the executive 
committee, and a copy of which was furnished to the committee on stock 
list of the New York Stock Exchange. The question raised was stated in 
the following form:
5. “ ‘Should the difference between the purchase and resale prices of 
a corporation’s own common stock be reflected in earned surplus (either 
directly or through inclusion in the income account) or should such 
difference be reflected in capital surplus?’
6. “T he opinion of the special committee on co-operation with stock 
exchanges reads in part as follows:
7. “ ‘Apparently there is general agreement that the difference between 
the purchase price and the stated value of a corporation’s common stock 
purchased and retired should be reflected in capital surplus. Your com­
mittee believes that while the net asset value of the shares of common 
stock outstanding in the hands of the public may be increased or decreased 
by such purchase and retirement, such transactions relate to the capital of 
the corporation and do not give rise to corporate profits or losses. Your 
committee can see no essential difference between (a) the purchase and 
retirem ent of a corporation’s own common stock and the subsequent 
issue of common shares, and (b) the purchase and resale of its own 
common stock.’
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8. “This committee is in agreement with the views thus expressed; it 
is aware that such transactions have been held to give rise to taxable 
income, but it does not feel that such decisions constitute any bar to the 
application of correct accounting procedure as above outlined.
9. “T he special committee on co-operation with stock exchanges con­
tinued and concluded its report with the following statement:
10. “ ‘Accordingly, although your committee recognizes that there may 
be cases where the transactions involved are so inconsequential as to be 
immaterial, it does not believe that, as a broad general principle, such 
transactions should be reflected in earned surplus (either directly or 
through inclusion in the income account).’
11. “This committee agrees with the special committee on co-operation 
with stock exchanges, but thinks it desirable to point out that the quali­
fication should not be applied to any transaction which, although in 
itself inconsiderable in amount, is a part of a series of transactions which 
in the aggregate are of substantial importance.
12. “This committee recommends that the views expressed be circu­
lated for the inform ation of members of the Institute.”
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CHAPTER 2
FORM OF STATEMENTS
Section (a) Comparative Financial Statements
1. T he presentation of comparative financial statements in annual and 
other reports enhances the usefulness of such reports and brings out more 
clearly the nature and trends of current changes affecting the enterprise. 
Such presentation emphasizes the fact that statements for a series of 
periods are far more significant than those for a single period and that 
the accounts for one period are but an installment of what is essentially 
a continuous history.
2. In  any one year it is ordinarily desirable that the balance sheet, the 
income statement, and  the surplus statement be given for one or more 
preceding years as well as for the current year. Footnotes, explanations 
and accountants’ qualifications which appeared on the statements for 
the preceding years should be repeated, or at least referred to, in the 
comparative statements to the extent that they continue to be of signif­
icance. If, because of reclassifications or for other reasons, changes have 
occurred in the manner of or basis for presenting corresponding items 
for two or more periods, information should be furnished which will 
explain the change. This procedure is in conformity with the well- 
recognized principle that any change in practice which affects compara­
bility should be disclosed.
3. It is necessary that prior year figures shown for comparative purposes 
be in fact comparable with those shown for the most recent period, or 
that any exceptions to comparability be clearly brought out.
4. Circumstances vary so greatly that it is not practicable to deal here 
specifically with all situations. T he independent accountant should, how­
ever, make very clear what statements are included within the scope of 
his report.
Section (b) Combined Statement of 
Income and Earned Surplus
1. A ttention has already been called in the introduction to the increased 
significance attributed to the income statement by users of financial state­
ments and to the general tendency to regard the balance sheet as the 
connecting link between successive income statements. It therefore be­
comes im portant to consider the problems presented by the practice of 
combining the annual income statement with the statement of earned 
surplus.
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2. T he combining of these two statements, where possible, will often 
be found to be convenient and desirable. W here this presentation is 
contemplated, however, certain considerations should be borne in mind 
if undesirable consequences are to be avoided.
Advantages of the Combined Statement
3. Over the years it is plainly desirable that all costs, expenses, and 
losses, and all profits of a business, other than decreases or increases 
arising directly from its capital-stock transactions, be included in the 
determ ination of income. If this principle could in practice be carried 
out perfectly, there would be no charges or credits to earned surplus 
except those relating to distributions and appropriations of final net in ­
come. This is an ideal upon which all may agree, but because of condi­
tions impossible to foresee it often fails of attainm ent. From time to time 
charges and credits are made to surplus which clearly affect the cumula­
tive total of income for a series of years, although their exclusion from 
the income statement of a single year is justifiable. T here is danger that 
unless the two statements are closely connected such items will be over­
looked, or at any rate not given full weight, in any attem pt on the part 
of the reader to compute a company’s long-run income or its income­
earning capacity.
4. T here is a marked tendency to exaggerate the significance of the 
net income for a single year, particularly the degree to which the net 
income can be identified exclusively with that year. In so far as the 
combined form calls attention to the character of the income statement 
as a tentative installment in the long-time financial results it serves a 
useful purpose.
5. T o summarize, the combined income and earned surplus statement 
serves the purpose of showing in one statement both the earnings applic­
able to the particular period and modifications of earned surplus on a 
long-run basis. It distinguishes current charges and credits related to a 
company’s more usual or typical business operations from material ex­
traordinary charges and credits1 which may have arisen during the 
period by placing them in different sections of a continuous statement.
Disadvantages and Limitations
6. In the combined statement, net income for the year appears some­
where within the statement and not at the end. Such wording and 
arrangement should be used as will make this item unmistakably clear 
and leave the reader in no doubt as to the point at which the net income 
has been determined.
7. W hile it is true that the net income amount, when expressed as 
earnings per share, is often given undue prominence and its significance
1 See Chapter 8, paragraphs 11 , 12 and 13.
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exaggerated, there nevertheless remain the responsibility for determ ina­
tion of net income by sound methods and the duty to show it clearly. 
T he adoption of the combined statement provides no excuse for less 
care in distinguishing charges and credits to income from charges and 
credits to surplus than would be required if separate statements of income 
and surplus were presented. Failure to exercise care in the use of this 
form of statement would immediately discredit it.
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CHAPTER 3
WORKING CAPITAL
Section (a) Current Assets and Current Liabilities
1. T he working capital of a borrower has always been of prime interest 
to grantors of credit; and bond indentures, credit agreements, and 
preferred stock agreements commonly contain provisions restricting 
corporate actions which would effect a reduction or im pairm ent of work­
ing capital. Many such contracts forego precise or uniform  definitions 
and merely provide that current assets and current liabilities shall be 
determined in accordance with generally accepted accounting principles. 
Considerable variation and inconsistency exist, however, with respect to 
their classification and display in financial statements. In  this section the 
committee discusses the nature of current assets and current liabilities 
with a view toward a more useful presentation thereof in financial state­
ments.
2. T he committee believes that, in the past, definitions of current assets 
have tended to be overly concerned with whether the assets may be imme­
diately realizable. T he discussion which follows takes cognizance of the 
tendency for creditors to rely more upon the ability of debtors to pay 
their obligations out of the proceeds of current operations and less upon 
the debtor’s ability to pay in case of liquidation. I t  should be emphasized 
that financial statements of a going concern are prepared on the assump­
tion that the company will continue in business. Accordingly, the views 
expressed in this section represent a departure from any narrow definition 
or strict one year interpretation of either current assets or current liabil­
ities; the objective is to relate the criteria developed to the operating 
cycle of a business.
3. Financial position, as it is reflected by the records and accounts from 
which the statement is prepared, is revealed in a presentation of the 
assets and liabilities of the enterprise. In  the statements of m anufactur­
ing, trading and service enterprises these assets and liabilities are gener­
ally classified and segregated; if they are classified logically, summations 
or totals of the current or circulating or working assets, hereinafter re­
ferred to as current assets, and of obligations currently payable, desig­
nated as current liabilities, will perm it the ready determ ination of work­
ing capital. W orking capital sometimes called net working capital is 
represented by the excess of current assets over current liabilities and 
identifies the relatively liquid portion of total enterprise capital which 
constitutes a margin or buffer for meeting obligations w ithin the ordinary
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operating cycle of the business. If the conventions of accounting relative 
to the identification and presentation of current assets and current liabil­
ities are made logical and consistent, the amounts, bases of valuation, 
and composition of such assets and liabilities and their relation to the 
total assets or capital employed will provide valuable data for credit 
and management purposes and afford a sound basis for comparisons from 
year to year. I t is recognized that there may be exceptions, in special 
cases, to certain of the inclusions and exclusions as set forth in this sec­
tion. W hen such exceptions occur they should be accorded the treat­
m ent merited in the particular circumstances under the general principles 
outlined herein.
4. For accounting purposes, the term current assets is used to designate 
cash and other assets or resources commonly identified as those which are 
reasonably expected to be realized in cash or sold or consumed during 
the normal operating cycle of the business. Thus the term comprehends 
in general such resources as (a) cash available for current operations and 
items which are the equivalent of cash; (b) inventories of merchandise, 
raw materials, goods in process, finished goods, operating supplies, and 
ordinary maintenance material and parts; (c) trade accounts, notes, and 
acceptances receivable; (d) receivables from officers, employees, affiliates, 
and others, if collectible in the ordinary course of business within a year; 
(e) installment or deferred accounts and notes receivable if they conform 
generally to normal trade practices and terms within the business; (f) 
marketable securities representing the investment of cash available for 
current operations; and (g) prepaid expenses such as insurance, interest, 
rents, taxes, unused royalties, current paid advertising service not yet 
received and operating supplies. Prepaid expenses are not current assets 
in the sense that they will be converted into cash bu t in the sense that, if 
not paid in advance, they would require the use of current assets during 
the operating cycle.
5. T he ordinary operations of a business involve a circulation of 
capital within the current asset group. Cash is expended for materials, 
finished parts, operating supplies, labor, and other factory services, and 
such expenditures are accumulated as inventory cost. Inventory costs, 
upon sale of the products to which such costs attach, are converted into 
trade receivables and ultimately into cash again. T he average time 
intervening between the acquisition of materials or services entering this 
process and the final cash realization constitutes an operating cycle. A 
one-year time period is to be used as a basis for the segregation of current 
assets in cases where there are several operating cycles occurring within 
a year. However, where the period of the operating cycle is more than 
twelve months, as in, for instance, the tobacco, distillery and lumber 
businesses, the longer period should be used. Where a particular busi­
ness has no clearly defined operating cycle, the one-year rule should 
govern.
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6. This concept of the nature of current assets contemplates the ex­
clusion from that classification of such resources as: (a) cash and claims
to cash which are restricted as to withdrawal or use for other than 
current operations, are designated for expenditure in the acquisition or 
construction of noncurrent assets, or are segregated1 for the liquidation 
of long-term debts; (b) investments in securities (whether marketable or 
not) or advances which have been made for the purposes of control, 
affiliation, or other continuing business advantage; (c) receivables arising 
from unusual transactions (such as the sale of capital assets, or loans 
or advances to affiliates, officers, or employees) which are not expected 
to be collected within twelve months; (d) cash surrender value of life 
insurance policies; (e) land and other natural resources; (f) depreciable 
assets; and (g) long-term prepayments which are fairly chargeable to the 
operations of several years, or deferred charges such as unamortized debt 
discount and expense, bonus payments under a long-term lease, costs of 
rearrangem ent of factory layout or removal to a new location, and certain 
types of research and development costs.
7. T he term current liabilities is used principally to designate obli­
gations whose liquidation is reasonably expected to require the use of 
existing resources properly classifiable as current assets, or the creation 
of other current liabilities. As a balance sheet category, the classification 
is intended to include obligations for items which have entered into the 
operating cycle, such as payables incurred in the acquisition of materials 
and supplies to be used in the production of goods or in providing 
services to be offered for sale; collections received in advance of the 
delivery of goods or performance of services2; and debts which arise 
from operations directly related to the operating cycle, such as accruals 
for wages, salaries, commissions, rentals, royalties, and income and other 
taxes. O ther liabilities whose regular and ordinary liquidation is ex­
pected to occur within a relatively short period of time, usually twelve 
months, are also intended for inclusion, such as short-term debts arising 
from the acquisition of capital assets, serial m aturities of long-term 
obligations, amounts required to be expended w ithin one year under 
sinking fund provisions, and agency obligations arising from the col-
1 Even though not actually set aside in special accounts, funds that are clearly to be 
used in the near future for the liquidation of long-term debts, payments to sinking 
funds, or for similar purposes should also, under this concept, be excluded from cur­
rent assets. However, where such funds are considered to offset maturing debt which 
has properly been set up as a current liability, they may be included within the 
current asset classification.
2 Examples of such current liabilities are obligations resulting from advance collec­
tions on ticket sales, which will normally be liquidated in the ordinary course of 
business by the delivery of services. On the contrary, obligations representing long­
term deferments of the delivery of goods or services would not be shown as current 
liabilities. Examples of the latter are the issuance of a long-term warranty or the 
advance receipt by a lessor of rental for the final period of a ten-year lease as a 
condition to execution of the lease agreement.
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lection or acceptance of cash or other assets for the account of third 
persons.3
8. This concept of current liabilities would include estimated or 
accrued amounts which are expected to be required to cover expenditures 
within the year for known obligations (a) the am ount of which can be 
determined only approximately (as in the case of provisions for accruing 
bonus payments) or (b) where the specific person or persons to whom 
payment will be made cannot as yet be designated (as in the case of 
estimated costs to be incurred in connection with guaranteed servicing 
or repair of products already sold). The current liability classification, 
however, is not intended to include a contractual obligation falling due 
at an early date which is expected to be refunded,4 or debts to be 
liquidated by funds which have been accumulated in accounts of a type 
not properly classified as current assets, or long-term obligations incurred 
to provide increased amounts of working capital for long periods. W hen 
the amounts of the periodic payments of an obligation are, by contract, 
measured by current transactions, as for example by rents or revenues 
received in the case of equipm ent trust certificates or by the depletion of 
natural resources in the case of property obligations, the portion of the 
total obligation to be included as a current liability should be that 
representing the am ount accrued at the balance sheet date.
9. T he amounts at which various current assets are carried do not 
always represent their present realizable cash values. Accounts re­
ceivable net of allowances for uncollectible accounts, and for unearned 
discounts where unearned discounts are considered, are effectively stated 
at the am ount of cash estimated as realizable. However, practice varies 
with respect to the carrying basis for current assets such as marketable 
securities and inventories. In  the case of marketable securities where 
market value is less than cost by a substantial am ount and it is evident 
that the decline in m arket value is not due to a mere temporary condi­
tion, the am ount to be included as a current asset should not exceed the 
market value. T he basis for carrying inventories is stated in Chapter 4. 
It is im portant that the amounts at which current assets are stated be 
supplemented by inform ation which reveals, for temporary investments, 
their m arket value at the balance sheet date, and for the various classi­
fications of inventory items, the basis upon which their amounts are stated
3 Loans accompanied by pledge of life insurance policies would be classified as cur­
rent liabilities when, by their terms or by intent, they are to be repaid within twelve 
months. The pledging of life insurance policies does not affect the classfication of the 
asset any more than does the pledging of receivables, inventories, real estate, or other 
assets as collateral for a short-term loan. However, when a loan on a life insurance 
policy is obtained from the insurance company with the intent that it will not be 
paid but will be liquidated by deduction from the proceeds of the policy upon 
maturity or cancellation, the obligation should be excluded from current liabilities.
4 There should, however, be full disclosure that such obligation has been omitted 
from the current liabilities and a statement of the reason for such omission should be 
given. Cf note 1.
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and, where practicable, indication of the method of determ ining the cost 
— for example, average cost, first-in first-out, last-in first-out, et cetera.
One member of the committee, Mr. Mason, assented with qualifica­
tion to adoption of section (a) of Chapter 3.
Mr. Mason does not accept the view implied in paragraph 6 that un­
amortized debt discount is an asset. Also, referring to paragraph 9, he 
believes that the market value is the most significant figure in connection 
with marketable securities held as temporary investments of cash, and 
would prefer to show such securities in the accounts at their m arket value, 
whether greater or less than cost. He would accept as an alternative the 
use of cost in the accounts with market value shown parenthetically in 
the balance sheet.
Section (b) Application of United States 
Government Securities Against Liabilities 
for Federal Taxes on Income
1. It is a general principle of accounting that the offsetting of assets 
and liabilities in the balance sheet is im proper except where a right of 
set-off exists. An example of such exception was the showing of United 
States Treasury T ax  Notes, T ax  Series A-1943 and B-1943, as a deduction 
from the liability for Federal taxes on income, which the committee 
approved in 1942.
2. In  view of the special nature of the terms of the 1943 tax notes, the 
intention of the purchaser to use them to pay Federal income taxes 
could be assumed, since he received no interest or other advantage unless 
they were so used. Some purchasers doubtless viewed their purchase 
of the notes as being, to all intents and purposes, an advance payment of 
the taxes.
3. In  the absence of evidence of a contrary intent, it was considered 
acceptable, and in accordance with good accounting practice, to show 
the notes in the current liability section of the balance sheet as a deduc­
tion from Federal taxes on income in an am ount not to exceed the ac­
crued liability for such taxes. T he full am ount of the accrued liability 
was to be shown with a deduction for the tax payment value of the notes 
at the date of the balance sheet.
4. I t  also was recognized as clearly proper to show the notes in the 
current asset section of the balance sheet as any other temporary invest­
ments are shown. If at the balance sheet date or at the date of the inde­
pendent auditor’s report there was evidence that the original in tent was 
changed, the notes were to be shown in the current asset section of the 
balance sheet.
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5. Government securities having restrictive terms similar to those con­
tained in the 1943 tax series notes are no longer issued, although certain 
other types of government securities have since been issued which are ac­
ceptable in payment of liabilities for Federal taxes on income. However, 
because of the effect on the current position of large tax accruals and the 
related accumulations of liquid assets to meet such liabilities, many com­
panies have adopted the practice of acquiring and holding government 
securities of various issues in amounts related to the estimated tax liabil­
ity. In  their financial statements these companies have often expressed 
this relationship by showing such securities as a deduction from the tax 
liability, even though the particular securities were not by their terms 
acceptable in payment of taxes. If the government securities involved 
may, by their terms, be surrendered in payment of taxes, the above prac­
tice clearly falls within the principle of the permissive exception described 
in paragraph 1. T he committee further believes that the extension of 
the practice to include the offset of other types of United States Govern­
m ent securities, although a deviation from the general rule against 
offsets, is not so significant a deviation as to call for an exception in an 
accountant’s report on the financial statements.
6. Suggestions have been received that similar considerations may be 
advanced in favor of the offset of cash or other assets against the income 
and excess profits tax liability or against other amounts owing to the 
Federal government. In the opinion of the committee, however, any 
such extension or application of the exception, recognized as to United 
States government securities and liabilities for Federal taxes on income, 
is not to be regarded as acceptable practice.
One member of the committee, Mr. Calkins, assented with qualifica­
tion to adoption of section (b) of Chapter 3.
Mr. Calkins does not approve the concluding sentence of paragraph 5, 
which states that the offset of other types of U nited States Government 
securities, although a deviation from the general rule against offsets, is 
not so significant a deviation as to call for an exception in an accountant’s 
report. He believes that the significance of such a deviation is a m atter 
for judgm ent based on the facts of a particular case; that the broader 
language of the statement constitutes a condonation of the practice of 
offsetting against tax liabilities United States Government obligations 
which are not by their terms acceptable in payment of Federal taxes; 
and that the condonation of such a practice is inconsistent with the 
opinion of the committee expressed in paragraph 6, with which he agrees, 
that cash and other assets should not be offset against liabilities for 
Federal taxes.
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CHAPTER 4
[Ch. 17
INVENTORY PRICING
1. Whenever the operation of a business includes the ownership of a 
stock of goods, it is necessary for adequate financial accounting purposes 
that inventories be properly compiled periodically and recorded in the 
accounts.1 Such inventories are required both for the statement of 
financial position and for the periodic measurement of income.
2. This chapter sets forth the general principles applicable to the 
pricing of inventories of mercantile and m anufacturing enterprises. Its 
conclusions are not directed to or necessarily applicable to noncom­
mercial businesses or to regulated utilities.
Statement 1
T he term inventory is used herein to designate the aggregate of 
those items of tangible personal property which (1) are held for 
sale in the ordinary course of business, (2) are in process of produc­
tion for such sale, or (3) are to be currently consumed in the pro­
duction of goods or services to be available for sale.
Discussion
3. T he term inventory embraces goods awaiting sale (the merchandise 
of a trading concern and the finished goods of a manufacturer), goods 
in the course of production (work in process), and goods to be consumed 
directly or indirectly in production (raw materials and supplies). This 
definition of inventories excludes long-term assets subject to depreciation 
accounting, or goods which, when put into use, will be so classified. The 
fact that a depreciable asset is retired from regular use and held for sale 
does not indicate that the item should be classified as part of the inven­
tory. Raw materials and supplies purchased for production may be used 
or consumed for the construction of long-term assets or other purposes 
not related to production, bu t the fact that inventory items representing 
a small portion of the total may not be absorbed ultimately in the pro­
duction process does not require separate classification. By trade prac­
tice, operating materials and supplies of certain types of companies such 
as oil producers are usually treated as inventory.
Statement 2
A  major objective of accounting for inventories is the proper deter­
m ination of income through the process of matching appropriate 
costs against revenues.
1 Prudent reliance upon perpetual inventory records is not precluded.
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Discussion
4. An inventory has financial significance because revenues may be 
obtained from its sale, or from the sale of the goods or services in whose 
production it is used. Normally such revenues arise in a continuous 
repetitive process or cycle of operations by which goods are acquired and 
sold, and further goods are acquired for additional sales. In accounting 
for the goods in the inventory at any point of time, the major objective 
is the matching of appropriate costs against revenues in order that there 
may be a proper determ ination of the realized income. Thus, the inven­
tory at any given date is the balance of costs applicable to goods on hand 
remaining after the matching of absorbed costs with concurrent revenues. 
This balance is appropriately carried to future periods provided it does 
not exceed an am ount properly chargeable against the revenues expected 
to be obtained from ultim ate disposition of the goods carried forward. In 
practice, this balance is determined by the process of pricing the articles 
comprised in the inventory.
Statement 3
T he primary basis of accounting for inventories is cost, which has 
been defined generally as the price paid or consideration given to 
acquire an asset. As applied to inventories, cost means in principle 
the sum of the applicable expenditures and charges directly or in­
directly incurred in bringing an article to its existing condition 
and location.
Discussion
5. In  keeping with the principle that accounting is primarily based 
on cost, there is a presumption that inventories should be stated at cost. 
T he definition of cost as applied to inventories is understood to mean 
acquisition and production cost,2 and its determ ination involves many 
problems. Although principles for the determ ination of inventory costs 
may be easily stated, their application, particularly to such inventory 
items as work in process and finished goods, is difficult because of the 
variety of problems encountered in the allocation of costs and charges. 
For example, under some circumstances, items such as idle facility ex­
pense, excessive spoilage, double freight, and rehandling costs may be so 
abnormal as to require treatm ent as current period charges rather than 
as a portion of the inventory cost. Also, general and administrative ex­
penses should be included as period charges, except for the portion of 
such expenses that may be clearly related to production and thus consti­
tute a part of inventory costs (product charges). Selling expenses con-
2 In the case of goods which have been written down below cost at the close of a 
fiscal period, such reduced amount is to be considered the cost for subsequent accounting 
purposes.
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stitute no part of inventory costs. I t  should also be recognized that the 
exclusion of all overheads from inventory costs does not constitute an 
accepted accounting procedure. T he exercise of judgm ent in an in­
dividual situation involves a consideration of the adequacy of the 
procedures of the cost accounting system in use, the soundness of the 
principles thereof, and their consistent application.
Statement 4
Cost for inventory purposes may be determined under any one of 
several assumptions as to the flow of cost factors (such as first-in 
first-out, average, and last-in first-out); the major objective in select­
ing a method should be to choose the one which, under the circum­
stances, most clearly reflects periodic income.
Discussion
6. T he cost to be matched against revenue from a sale may not be the 
identified cost of the specific item which is sold, especially in cases in 
which similar goods are purchased at different times and at different 
prices. W hile in some lines of business specific lots are clearly identified 
from the time of purchase through the time of sale and are costed on this 
basis, ordinarily the identity of goods is lost between the time of acquisi­
tion and the time of sale. In any event, if the materials purchased in 
various lots are identical and interchangeable, the use of identified cost 
of the various lots may not produce the most useful financial statements. 
This fact has resulted in the development of general acceptance of several 
assumptions with respect to the flow of cost factors (such as first-in first- 
out, average, and last-in first-out) to provide practical bases for the 
measurement of periodic income.3 In  some situations a reversed mark-up 
procedure of inventory pricing, such as the retail inventory method, may 
be both practical and appropriate. T he business operations in some 
cases may be such as to make it desirable to apply one of the acceptable 
methods of determining cost to one portion of the inventory or com­
ponents thereof and another of the acceptable methods to other portions 
of the inventory.
7. Although selection of the method should be made on the basis of 
the individual circumstances, it is obvious that financial statements will 
be more useful if uniform  methods of inventory pricing are adopted by 
all companies within a given industry.
3 Standard costs are acceptable if adjusted at reasonable intervals to reflect current 
conditions so that at the balance-sheet date standard costs reasonably approximate 
costs computed under one of the recognized bases. In such cases descriptive language 
should be used which will express this relationship, as, for instance, “approximate 
costs determined on the first-in first-out basis,” or, if it is desired to mention standard 
costs, “at standard costs, approximating average costs.”
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A departure from the cost basis of pricing the inventory is required 
when the utility of the goods is no longer as great as its cost. Where 
there is evidence that the utility of goods, in their disposal in the 
ordinary course of business, will be less than cost, whether due to 
physical deterioration, obsolescence, changes in price levels or other 
causes, the difference should be recognized as a loss of the current 
period. This is generally accomplished by stating such goods at a 
lower level commonly designated as market.
Discussion
8. Although the cost basis ordinarily achieves the objective of a proper 
matching of costs and revenues, under certain circumstances cost may 
not be the am ount properly chargeable against the revenues of future 
periods. A departure from cost is required in these circumstances because 
cost is satisfactory only if the utility of the goods has not diminished 
since their acquisition; a loss of utility is to be reflected as a charge against 
the revenues of the period in which it occurs. Thus, in accounting for 
inventories a loss should be recognized whenever the utility of goods is 
im paired by damage, deterioration, obsolescence, changes in price levels 
or other causes. T he measurement of such losses is accomplished by 
applying the rule of pricing inventories at cost or market, whichever is 
lower. This provides a practical means of measuring utility and thereby 
determ ining the am ount of the loss to be recognized and accounted for 
in the current period.
Statement 6
As used in the phrase lower of cost or market4 the term market 
means current replacement cost (by purchase or by reproduction, 
as the case may be) except that;
(1) M arket should not exceed the net realizable value (that is, 
estimated selling price in the ordinary course of business less reason­
ably predictable costs of completion and disposal): and
(2) M arket should not be less than net realizable value reduced 
by an allowance for an approximately norm al profit margin.
Discussion
9. T he rule of cost or market, whichever is lower is intended to provide 
a means of measuring the residual usefulness of an inventory expenditure. 
T he term market is therefore to be interpreted as indicating utility on 
the inventory date and may be thought of in terms of the equivalent 
expenditure which would have to be made in the ordinary course at that
4 The terms cost or market, whichever is lower and lower of cost or market are used 
synonymously in general practice and in this chapter. The committee does not express 
any preference for either of the two alternatives.
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date to procure corresponding utility. As a general guide utility is indi­
cated primarily by the current cost of replacement of the goods as they 
would be obtained by purchase or reproduction. In applying the rule, 
however, judgm ent must always be exercised and no loss should be 
recognized unless the evidence indicates clearly that a loss has been sus­
tained. T here are therefore exceptions to such a standard. Replacement 
or reproduction prices would not be appropriate as a measure of utility 
when the estimated sales value, reduced by the costs of completion and 
disposal, is lower, in which case the realizable value so determined more 
appropriately measures utility. Furthermore, where the evidence indi­
cates that cost will be recovered with an approximately normal profit 
upon sale in the ordinary course of business, no loss should be recognized 
even though replacement or reproduction costs are lower. This might be 
true, for example, in the case of production under firm sales contracts 
at fixed prices or when a reasonable volume of future orders is assured at 
stable selling prices.
10. Because of the many variations of circumstances encountered in 
inventory pricing, Statement 6 is intended as a guide rather than a literal 
rule. It should be applied realistically in the light of the objectives 
expressed in this chapter and with due regard to the form, content, and 
composition of the inventory. T he committee considers, for example, that 
the retail inventory method if adequate markdowns are currently taken, 
accomplishes the objectives described herein. It also recognizes that if a 
business is expected to lose money for a sustained period the inventory 
should not be written down to offset a loss inherent in the subsequent 
operations.
Statement 7
Depending on the character and composition of the inventory, the 
rule of cost or market, whichever is lower may properly be applied 
either directly to each item or to the total of the inventory (or, in 
some cases, to the total of the components of each major category). 
T he method should be that which most clearly reflects periodic 
income.
Discussion
11. T he purpose of reducing inventory to market is to reflect fairly the 
income of the period. T he most common practice is to apply the lower of 
cost or market rule separately to each item of the inventory. However, 
if there is only one end-product category the cost utility of the total 
stock — the inventory in its entirety — may have the greatest significance 
for accounting purposes. Accordingly, the reduction of individual items 
to market may not always lead to the most useful result if the utility of 
the total inventory to the business is not below its cost. This might be
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the case if selling prices are not affected by temporary or small fluctuations 
in current costs of purchase or manufacture. Similarly, where more than 
one m ajor product or operational category exists, the application of the 
cost or market, whichever is lower rule to the total of the items included 
in such m ajor categories may result in the most useful determ ination of 
income.
12. W hen no loss of income is expected to take place as a result of a 
reduction of cost prices of certain goods because others forming com­
ponents of the same general categories of finished products have a market 
equally in excess of cost, such components need not be adjusted to market 
to the extent that they are in balanced quantities. Thus, in such cases, the 
rule of cost or market, whichever is lower may be applied directly to the 
totals of the entire inventory, rather than to the individual inventory 
items if they enter into the same category of finished product and if they 
are in balanced quantities, provided the procedure is applied consistently 
from year to year.
13. T o  the extent, however, that the stocks of particular materials or 
components are excessive in relation to others, the more widely recognized 
procedure of applying the lower of cost or market to the individual items 
constituting the excess should be followed. This would also apply in 
cases in which the items enter into the production of unrelated products 
or products having a material variation in the rate of turnover. Unless 
an effective method of classifying categories is practicable, the rule should 
be applied to each item in the inventory.
14. W hen substantial and unusual losses result from the application of 
this rule it will frequently be desirable to disclose the am ount of the 
loss in the income statement as a charge separately identified from the 
consumed inventory costs described as cost of goods sold.
Statement 8
T he basis of stating inventories must be consistently applied and 
should be disclosed in the financial statements; whenever a signif­
icant change is made therein, there should be disclosure of the 
nature of the change and, if material, the effect on income.
Discussion
15. W hile the basis of stating inventories does not affect the over-all 
gain or loss on the ultim ate disposition of inventory items, any incon­
sistency in the selection or employment of a basis may improperly affect 
the periodic amounts of income or loss. Because of the common use and 
importance of periodic statements, a procedure adopted for the treatment 
of inventory items should be consistently applied in order that the results 
reported may be fairly allocated as between years. A change of such basis 
may have an im portant effect upon the interpretation of the financial
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statements both before and after that change, and hence, in the event 
of a change, a full disclosure of its nature and of its effect, if material, 
upon income should be made.
Statement 9
Only in exceptional cases may inventories properly be stated 
above cost. For example, precious metals having a fixed monetary 
value with no substantial cost of marketing may be stated at such 
monetary value; any other exceptions must be justifiable by inability 
to determine appropriate approximate costs, immediate m arket­
ability at quoted m arket price and the characteristic of un it inter­
changeability. W here goods are stated above cost this fact should 
be fully disclosed.
Discussion
16. It is generally recognized that income accrues only at the time of 
sale, and that gains may not be anticipated by reflecting assets at their 
current sales prices. For certain articles, however, exceptions are permis­
sible. Inventories of gold and silver, when there is an effective government- 
controlled market at a fixed monetary value, are ordinarily reflected at 
selling prices. A similar treatm ent is not uncommon for inventories 
representing agricultural, mineral, and other products, units of which are 
interchangeable and have an immediate marketability at quoted prices 
and for which appropriate costs may be difficult to obtain. W here such 
inventories are stated at sales prices, they should of course be reduced by 
expenditures to be incurred in disposal, and the use of such basis should 
be fully disclosed in the financial statements.
Statement 10
Accrued net losses on firm purchase commitments for goods for 
inventory, measured in the same way as are inventory losses, should, 
if material, be recognized in the accounts and the amounts thereof 
separately disclosed in the income statement.
Discussion
17. T he recognition in a current period of losses arising from the 
decline in  the utility of cost expenditures is equally applicable to similar 
losses which are expected to arise from firm, uncancelable, and unhedged 
commitments for the future purchase of inventory items. T he net loss on 
such commitments should be measured in the same way as are inventory 
losses and, if material, should be recognized in the accounts and separately 
disclosed in the income statement. T he utility of such commitments is 
not impaired, and hence there is no loss, when the amounts to be realized
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from the disposition of the future inventory items are adequately pro­
tected by firm sales contracts or when there are other circumstances which 
reasonably assure continuing sales w ithout price decline.
One member of the committee, Mr. W ellington, assented with quali­
fication, and two members, Messrs. Mason and Peloubet, dissented 
to adoption of Chapter 4.
Mr. W ellington objects to footnote (2) to statement 3. He believes that 
an exception should be made for goods costed on the last-in first-out 
(L ifo ) basis. In  the case of goods costed on all bases other than L ifo the 
reduced am ount (market below cost) is cleared from the accounts through 
the regular accounting entries of the subsequent period, and if the 
m arket price rises to or above the original cost there will be an increased 
profit in the subsequent period. Accounts kept under the L ifo  method 
should also show a similar increased profit in the subsequent period, 
which will be shown if the L ifo  inventory is restored to its original cost. 
T o do otherwise, as required by footnote (2), is to carry the L ifo  inven­
tory, not at the lower of cost or current market, but at the lowest market 
ever known since the L ifo  method was adopted by the company.
Mr. Mason dissents from this chapter because of its acceptance of the 
inconsistencies inherent in cost or market, whichever is lower. In  his 
opinion a drop in selling price below cost is no more of a realized loss than 
a rise above cost in realized gain under a consistent criterion of realization.
Mr. Peloubet believes it is ordinarily preferable to carry inventory at 
not less than recoverable cost, and particularly in the case of manufac­
tured or partially m anufactured goods which can be sold only in finished 
form. He recognizes that application of the cost or market valuation 
basis necessitates the shifting of income from one period to another, bu t 
objects to unnecessarily accentuating this shift by the use, even limited 
as it is in this chapter, of reproduction or replacement cost as market 
when such cost is less than net selling price.
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INTANGIBLE ASSETS
1. This chapter deals with problems involved in accounting for certain 
types of assets classified by accountants as intangibles, specifically, those 
acquired by the issuance of securities or purchased for cash or other 
consideration. Such assets may be purchased or acquired separately for 
a specified consideration or may be purchased or acquired, together with 
other assets, for a lump-sum consideration without specification by either 
the seller or the purchaser, at the time of purchase, of the portions of the 
total price which are applicable to the respective assets thus acquired. In  
dealing with the intangible assets herein considered, im portant questions 
arise as to the initial carrying am ount of such assets, the amortization of 
such am ount where their term of existence is definitely limited or prob­
lematical, and their write-down or write-off at some later time where 
there is a substantial and perm anent decline in the value of such assets. 
These questions involve basic accounting principles of balance-sheet 
presentation and income determ ination and this chapter is designed to 
promote a fuller consideration of those principles. It does not, however, 
deal with the problems of accounting for intangibles developed in the 
regular course of business by research, experimentation, advertising or 
otherwise.
Classification of Intangibles
2. T he intangibles herein considered may be broadly classified as 
follows:
a. Those having a term of existence lim ited by law, regulation, or agreement, 
or by their nature (such as patents, copyrights, leases, licenses, franchises for 
a fixed term, and goodwill as to which there is evidence of lim ited duration);
b. T hose having no such lim ited term of existence and as to which there is, at 
the time of acquisition, no indication of lim ited life (such as goodwill gen­
erally, going value, trade names, secret processes, subscription lists, perpetual 
franchises and organization costs).
3. T he intangibles described above will hereinafter be referred to as 
type (a) and type (b) intangibles, respectively. T he portion of a lum p­
sum consideration deemed to have been paid for intangible elements 
when a mixed aggregate of tangible and intangible property is acquired, 
or the excess of a parent company’s investment in the stock of a subsidiary 
over its equity in the net assets of the subsidiary as shown by the latter’s 
books at the date of acquisition, in so far as that excess would be treated 
as an intangible in consolidated financial statements of the parent and 
the subsidiary, may represent intangibles of either type (a) or type (b) or 
a combination of both.
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Initial Carrying Amount
4. T he initial am ount assigned to all types of intangibles should be 
cost, in accordance with the generally accepted accounting principle that 
assets should be stated at cost when they are acquired. In the case of non­
cash acquisitions, as, for example, where intangibles are acquired in 
exchange for securities, cost may be considered as being either the fair 
value of the consideration given or the fair value of the property or right 
acquired, whichever is the more clearly evident.
Amortization of Intangibles 
Type (a)
5. T he cost of type (a) intangibles should be amortized by systematic 
charges in the income statement over the period benefited, as in the case 
of other assets having a limited period of usefulness. If it becomes evident 
that the period benefited will be longer or shorter than originally esti­
mated, recognition thereof may take the form of an appropriate decrease 
or increase in the rate of amortization or, if such increased charges would 
result in distortion of income, a partial write-down may be made by a 
charge to earned surplus.
Type (b)
6. W hen it becomes reasonably evident that the term of existence of a 
type (b) intangible has become limited and that it has therefore become 
a type (a) intangible, its cost should be amortized by systematic charges 
in the income statement over the estimated remaining period of useful­
ness. If, however, the period of amortization is relatively short so that 
misleading inferences might be drawn as a result of inclusion of sub­
stantial charges in the income statement a partial write-down may be 
made by a charge to earned surplus,1 and the rest of the cost may be 
amortized over the remaining period of usefulness.
7. W hen a corporation decides that a type (b) intangible may not 
continue to have value during the entire life of the enterprise it may 
amortize the cost of such intangible by systematic charges against income 
despite the fact that there are no present indications of limited existence 
or loss of value which would indicate that it has become type (a), and 
despite the fact that expenditures are being made to m aintain its value. 
Such amortization is within the discretion of the company and is not to be 
regarded as obligatory. T he plan of amortization should be reasonable; 
it should be based on all the surrounding circumstances, including the 
basic nature of the intangible and the expenditures currently being made 
for development, experim entation and sales promotion. Where the 
intangible is an im portant income-producing factor and is currently being 
m aintained by advertising or otherwise, the period of amortization should
1 See Chapter 8, paragraphs 11, 12 and 13.
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be reasonably long. T he procedure should be formally approved and 
the reason for amortization, the rate used and the shareholders’ or 
directors’ approval thereof should be disclosed in the financial statements.
Write-Off of Intangibles
8. T he cost of type (b) intangibles should be written off when it 
becomes reasonably evident that they have become worthless. Under 
such circumstances the am ount at which they are carried on the books 
should be charged off in the income statement or, if the am ount is so large 
that its effect on income may give rise to misleading inferences, it should 
be charged to earned surplus. In  determ ining whether an investment in 
type (b) intangibles has become or is likely to become worthless, consid­
eration should be given to the fact that in some cases intangibles acquired 
by purchase may merge with, or be replaced by, intangibles acquired or 
developed with respect to other products or lines of business and that in 
such circumstances the discontinuance of a product or line of business 
may not in fact indicate loss of value.
Limitation on Write-Off of Intangibles
9. Lump-sum write-offs of intangibles should not be made to earned 
surplus immediately after acquisition, nor should intangibles be charged 
against capital surplus. If not amortized systematically, intangibles should 
be carried at cost until an event has taken place which indicates a loss or 
a lim itation on the useful life of the intangibles.
Purchase of Subsidiary's Stock or Basket Purchase of Assets
10. A problem arises in cases where a group of intangibles or a mixed 
aggregate of tangible and intangible property is acquired for a lump-sum 
consideration, or when the consideration given for a stock investment in 
a subsidiary is greater than the net assets of such subsidiary applicable 
thereto, as carried on its books at the date of acquisition. In  this latter 
type of situation there is a presumption that the parent company, in 
effect, placed a valuation greater than their carrying am ount on some of 
the assets of the subsidiary in arriving at the price it was willing to pay for 
its investment therein. T he parent corporation may have (a) paid 
amounts in excess of carrying amounts for specific assets of the subsidiary 
or (b) paid for the general goodwill of the subsidiary. In  these cases, if 
practicable, there should be an allocation as between tangible and 
intangible property, of the cost of the mixed aggregate of property or 
of the excess of a parent’s investment over its share of the am ount at which 
the subsidiary carried its net assets on its books at the date of acquisition. 
Any am ount allocated to intangibles should be further allocated to deter­
mine, if practicable, a separate cost for each type (a) intangible and for 
at least the aggregate of all type (b) intangibles. T he amounts so allo­
cated to intangibles should thereafter be dealt with in accordance with 
the procedures outlined in this chapter.
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CONTINGENCY RESERVES
1. T he purpose of this chapter is to consider problems which arise in 
the accounting treatm ent of two types of reserves whose misuse may be 
the means of either arbitrarily reducing income or shifting income from 
one period to another:
a. General contingency reserves whose purposes are not specific;
b. Reserves designed to set aside a part of current profits to absorb losses 
feared or expected in connection with inventories on hand or future pur­
chases of inventory.
2. Charges to provide, either directly or by use of a reserve, for losses 
due to obsolescence or deterioration of inventory or for reducing an 
inventory to market, or for reducing an inventory to a recognized basis 
such as last-in first-out or its equivalent in accordance with an announced 
change in policy to be consistently followed thereafter, are not under 
consideration here.
3. If a provision for a reserve, made against income, is not properly 
chargeable to current revenues, net income for the period is understated 
by the am ount of the provision. If a reserve so created is used to relieve 
the income of subsequent periods of charges that would otherwise be 
made against it, the income of such subsequent periods is thereby over­
stated. By use of the reserve in this manner, profit for a given period 
may be significantly increased or decreased by mere whim. As a result of 
this practice the integrity of financial statements is impaired, and the 
statements tend to be misleading.
4. T he committee recognizes the character of the income statement as 
a tentative instalment in the record of long-time financial results, and is 
aware of the tendency to exaggerate the significance of the net income for 
a single year.1 Nevertheless, there still exists the responsibility for deter­
m ining net income as fairly as possible by sound methods consistently 
applied and the duty to show it clearly. In accomplishing these objectives 
it is deemed desirable to provide, by charges in the current income state­
ment, properly classified, for all forseeable costs and losses applicable 
against current revenues, to the extent that they can be measured and 
allocated to fiscal periods with reasonable approximation.
5. Accordingly, inventories on hand or contracted for should be priced 
in accordance with principles stated elsewhere by the committee.2 W hen 
inventories which have been priced in accordance with those principles 
are further written down by a charge to income, either directly or through 
the use of a reserve, current revenues are not properly matched with
1 See Chapter 2 (b); also Chapter 8, paragraphs 11, 12 and 13.
2 See Chapter 4.
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applicable costs, and charges to future operations are correspondingly 
reduced. This process results in the shifting of profits from one period to 
another in violation of the principle that reserves should not be used for 
the purpose of equalizing reported income.
6. It has been argued with respect to inventories that losses which will 
have to be taken in periods of receding price levels have their origins in 
periods of rising prices, and that therefore reserves to provide for future 
price declines should be created in periods of rising prices by charges 
against the operations of those periods. Reserves of this kind involve 
assumptions as to what future price levels will be, what inventory quanti­
ties will be on hand if and when a m ajor price decline takes place, and 
finally whether loss to the business will be measured by the am ount of 
the decline in prices. T he bases for such assumptions are so uncertain 
that any conclusions drawn from them would generally seem to be 
speculative guesses rather than informed judgments. W hen estimates of 
this character are included in current costs, amounts representing mere 
conjecture are combined with others representing reasonable approxi­
mations.
7. T he committee is therefore of the opinion that reserves such as 
those created:
a. for general undeterm ined contingencies, or
b. for any indefinite possible future losses, such as, for example, losses on inven­
tories not on hand or contracted for, or
c. for the purpose of reducing inventories other than to a basis which is in 
accordance with generally accepted accounting principles,3 or
d. without regard to any specific loss reasonably related to the operations of 
the current period, or
e. in amounts not determined on the basis of any reasonable estimates of costs 
or losses
are of such a nature that charges or credits relating to such reserves should 
not enter into the determ ination of net income.
8. Accordingly, it is the opinion of the committee that if a reserve of 
the type described in paragraph 7 is set up:
a. it should be created by a segregation or appropriation of earned surplus,
b. no costs or losses should be charged to it and no part of it should be trans­
ferred to income or in any way used to affect the determination of net 
income for any year,4
c. it should be restored to earned surplus directly when such a reserve or any part 
thereof is no longer considered necessary,4 and
d. it should preferably be classified in the balance sheet as a part of share­
holders’ equity.
3 See particularly Chapter 4.
4 Items (b) and (c) of paragraph 8 also apply to contingency reserves set up in prior 
years.
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CAPITAL ACCOUNTS
Section (a) Quasi-Reorganization or Corporate Readjustment 
(Amplification of Institute Rule No. 2 of 1934)
1. A rule was adopted by the Institute in 1934 which read as follows:
“Capital surplus, however created, should not be used to relieve the income 
account of the current or future years of charges which would otherwise fall 
to be made thereagainst. T his rule might be subject to the exception that 
where, upon reorganization, a reorganized company would be relieved of 
charges which would require to be made against income if the existing  
corporation were continued, it might be regarded as permissible to ac­
complish the same result without reorganization provided the facts were as 
fully revealed to and the action as formally approved by the shareholders 
as in reorganization.” 1
2. Readjustments of the kind m entioned in the exception to the rule 
fall in the category of what are called quasi-reorganizations. This section 
does not deal with the general question of quasi-reorganizations, bu t only 
with cases in which the exception perm itted under the rule of 1934 is 
availed of by a corporation. Hereinafter such cases are referred to as 
readjustments. T he problems which arise fall into two groups; (a) what 
may be perm itted in a readjustm ent and (b) what may be permitted 
thereafter.
Procedure in Readjustment
3. If a corporation elects to restate its assets, capital stock and surplus 
through a readjustm ent and thus avail itself of permission to relieve its 
future income account or earned surplus account of charges which would 
otherwise be made thereagainst, it should make a clear report to its 
shareholders of the restatements proposed to be made and obtain their 
formal consent. I t should present a fair balance sheet as at the date of 
the readjustment, in which the adjustm ent of carrying amounts is reason­
ably complete, in order that there may be no continuation of the circum­
stances which justify charges to capital surplus.
4. A write-down of assets below amounts which are likely to be realized 
thereafter, though it may result in conservatism in the balance sheet at 
the readjustm ent date, may also result in overstatement of earnings or of 
earned surplus when the assets are subsequently realized. Therefore, in 
general, assets should be carried forward as of the date of readjustm ent 
at fair and not unduly conservative amounts, determined with due regard 
for the accounting to be employed by the company thereafter. If the fair
1 See Chapter 1 (a), paragraph 2.
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value of any asset is not readily determinable a conservative estimate may 
be made, bu t in that case the amount should be described as an estimate 
and any material difference arising through realization or otherwise and 
not attributable to events occurring or circumstances arising after that 
date should not be carried to income or earned surplus.
5. Similarly, if potential losses or charges are known to have arisen 
prior to the date of readjustm ent but the amounts thereof are then inde­
terminate, provision may properly be made to cover the maximum 
probable losses or charges. If the amounts provided are subsequently 
found to have been excessive or insufficient the difference should not be 
carried to earned surplus nor used to offset losses or gains originating after 
the readjustment, but should be carried to capital surplus.
6. When the amounts to be written off in a readjustm ent have been 
determined, they should be charged first against earned surplus to the 
full extent of such surplus; any balance may then be charged against 
capital surplus. A company which has subsidiaries should apply this rule 
in such a way that no consolidated earned surplus survives a readjust­
m ent in which any part of losses has been charged to capital surplus.
7. If the earned surplus of any subsidiaries cannot be applied against 
the losses before resort is had to capital surplus, the parent company’s 
interest in such earned surplus should be regarded as capitalized by the 
readjustm ent just as surplus at the date of acquisition is capitalized, so 
far as the parent is concerned.
8. T he effective date of the readjustment, from which the income of 
the company is thereafter determined, should be as near as practicable to 
the date on which formal consent of the stockholders is given, and should 
ordinarily not be prior to the close of the last completed fiscal year.
Procedure After Readjustment
9. W hen the readjustm ent has been completed the company’s account­
ing should be substantially similar to that appropriate for a new company.
10. After such a readjustm ent earned surplus previously accumulated 
cannot properly be carried forward under that title. A new earned 
surplus account should be established, dated to show that it runs from the 
effective date of the readjustment, and this dating should be disclosed in 
financial statements until such time as the effective date is no longer 
deemed to possess any special significance.
11. Capital surplus originating in such a readjustm ent is restricted in 
the same m anner as that of a new corporation; charges against it should 
be only those which may properly be made against the initial surplus of 
a new corporation.
12. It is recognized that charges against capital surplus may take place 
in other types of readjustments to which the foregoing provisions would 
have no application. Such cases would include readjustments for the 
purpose of correcting erroneous credits made to capital surplus in the
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past. In  this statement the committee has dealt only with that type of 
readjustm ent in which either the current income or earned surplus 
account or the income account of future years is relieved of charges 
which would otherwise be made thereagainst.
Section (b) Stock Dividends and Stock Split-Ups
1. T he term stock dividend  as used in this chapter refers to an issuance 
by a corporation of its own common shares to its common shareholders 
without consideration and under conditions indicating that such action 
is prom pted mainly by a desire to give the recipient shareholders some 
ostensibly separate evidence of a part of their respective interests in 
accumulated corporate earnings w ithout distribution of cash or other 
property which the board of directors deems necessary or desirable to 
retain in the business.
2. T he term stock split-up as used in this chapter refers to an issuance 
by a corporation of its own common shares to its common shareholders 
w ithout consideration and under conditions indicating that such action 
is prom pted mainly by a desire to increase the num ber of outstanding 
shares for the purpose of effecting a reduction in their un it market price 
and, thereby, of obtaining wider distribution and improved marketability 
of the shares.
3. This chapter is not concerned with the accounting for a distribution 
or issuance to shareholders of (a) shares of another corporation thereto­
fore held as an investment, or (b) shares of a different class, or (c) rights 
to subscribe for additional shares or (d) shares of the same class in cases 
where each shareholder is given an election to receive cash or shares.
4. T he discussion of accounting for stock dividends and split-ups that 
follows is divided into two parts. T he first deals with the problems of the 
recipient. T he second deals with the problems of the issuer.
As to the Recipient
5. One of the basic problems of accounting is that of income deter­
mination. Complete discussion of this problem is obviously beyond the 
scope of this chapter. Basically, income is a realized gain and in account­
ing is recognized, recorded, and stated in accordance with certain p rin­
ciples as to time and amount.
6. In applying the principles of income determ ination to the accounts 
of a shareholder of a corporation, it is generally agreed that the problem 
of determ ining his income is distinct from the problem of income deter­
m ination by the corporation itself. T he income of the corporation is 
determined as that of a separate entity w ithout regard to the equity of 
the respective shareholders in such income. Under conventional account­
ing concepts, the shareholder has no income solely as a result of the fact
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that the corporation has income; the increase in his equity through undis­
tributed earnings is no more than potential income to him. It is true that 
income earned by the corporation may result in an enhancement in the 
market value of the shares, but until there is a distribution, division, or 
severance of corporate assets, the shareholder has no income. If there is an 
increase in the market value of his holdings such unrealized appreciation 
is not income. In the case of a stock dividend or split-up, there is no 
distribution, division, or severance of corporate assets. Moreover, there is 
nothing resulting therefrom that the shareholder can realize without 
parting with some of his proportionate interest in the corporation.
7. T he foregoing are im portant points to be considered in any discus­
sion of the accounting procedures to be followed by the recipient of a 
stock dividend or split-up since many arguments pu t forward by those 
who favor recognizing stock dividends as income are in substance argu­
ments for the recognition of corporate income as income to the share­
holder as it accrues to the corporation, and prior to its distribution to the 
shareholder; the acceptance of such arguments would require the 
abandonm ent of the separate entity concept of corporation accounting.
8. T he question as to whether or not stock dividends are income has 
been extensively debated; the arguments pro and con are well known.1 
T he situation cannot be better summarized, however, than in the words 
approved by Mr. Justice Pitney in Eisner v. Macomber, 252 U.S. 189, 
wherein it was held that stock dividends are not income under the Six­
teenth Amendment, as follows:
“A stock dividend really takes nothing from the property of the corporation 
and adds nothing to the interests of the stockholders. Its property is not 
dim inished and their interests are not increased . . . the proportional interest 
of each shareholder remains the same. T he only change is in the evidence 
which represents that interest, the new shares and the original shares together 
representing the same proportional interests that the original shares repre­
sented before the issue of the new ones.”
9. Since a shareholder’s interest in the corporation remains unchanged 
by a stock dividend or split-up except as to the num ber of share units 
constituting such interest, the cost of the shares previously held should 
be allocated equitably to the total shares held after receipt of the stock 
dividend or split-up. W hen any shares are later disposed of, a gain or loss 
should be determined on the basis of the adjusted cost per share.
As to the Issuer 
Stock Dividends
10. As has been previously stated, a stock dividend does not, in fact, 
give rise to any change whatsoever in either the corporation’s assets or its
1 See, for instance, Freeman, “Stock Dividends and the New York Stock Exchange,” 
American Economic Review , December, 1931 (pro), and Whitaker, “Stock Dividends, 
Investment Trusts, and the Exchange,” American Economic Review , June, 1931, (con).
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respective shareholders’ proportionate interests therein. However, it 
cannot fail to be recognized that, merely as a consequence of the ex­
pressed purpose of the transaction and its characterization as a dividend 
in related notices to shareholders and the public at large, many recipients 
of stock dividends look upon them as distributions of corporate earnings 
and usually in an am ount equivalent to the fair value of the additional 
shares received. Furthermore, it is to be presumed that such views of 
recipients are materially strengthened in those instances, which are by 
far the most numerous, where the issuances are so small in comparison 
with the shares previously outstanding that they do not have any ap­
parent effect upon the share market price and, consequently, the market 
value of the shares previously held remains substantially unchanged. The 
committee therefore believes that where these circumstances exist the 
corporation should in the public interest account for the transaction by 
transferring from earned surplus to the category of perm anent capitaliza­
tion (represented by the capital stock and capital surplus accounts) an 
am ount equal to the fair value of the additional shares issued. Unless 
this is done, the am ount of earnings which the shareholder may believe 
to have been distributed to him will be left, except to the extent other­
wise dictated by legal requirements, in earned surplus subject to possible 
further similar stock issuances or cash distributions.
11. Where the num ber of additional shares issued as a stock dividend 
is so great that it has, or may reasonably be expected to have, the effect 
of materially reducing the share market value, the committee believes 
that the implications and possible constructions discussed in the preced­
ing paragraph are not likely to exist and that the transaction clearly 
partakes of the nature of a stock split-up as defined in paragraph 2. 
Consequently, the committee considers that under such circumstances 
there is no need to capitalize earned surplus, other than to the extent 
occasioned by legal requirements. It recommends, however, that in such 
instances every effort be made to avoid the use of the word dividend in 
related corporate resolutions, notices, and announcements and that, in 
those cases where because of legal requirements this cannot be done, the 
transaction be described, for example, as a split-up effected in the form of 
a dividend.
12. In  cases of closely-held companies it is to be presumed that the 
intim ate knowledge of the corporations’ affairs possessed by their share­
holders would preclude any such implications and possible constructions 
as are referred to in paragraph 10. In such cases, the committee believes 
that considerations of public policy do not arise and that there is no 
need to capitalize earned surplus other than to meet legal requirements.
13. Obviously, the point at which the relative size of the additional 
shares issued becomes large enough to materially influence the un it 
market price of the stock will vary with individual companies and under 
differing market conditions and, hence, no single percentage can be laid
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down as a standard for determ ining when capitalization of earned surplus 
in  excess of legal requirements is called for and when it is not. How­
ever, on the basis of a review of m arket action in the case of shares of a 
num ber of companies having relatively recent stock distributions, it 
would appear that there would be few instances involving the issuance 
of additional shares of less than, say, 20% or 25% of the num ber pre­
viously outstanding where the effect would not be such as to call for 
the procedure referred to in paragraph 10.
14. T he corporate accounting recommended in paragraph 10 will in 
many cases, probably the majority, result in the capitalization of earned 
surplus in an am ount in excess of that called for by the laws of the 
state of incorporation; such laws generally require the capitalization 
only of the par value of the shares issued, or, in the case of shares with­
out par value, an am ount usually within the discretion of the board 
of directors. However, these legal requirements are, in effect, m inimum 
requirements and do not prevent the capitalization of a larger am ount 
per share.
Stock Split-Ups
15. Earlier in this chapter a stock split-up was defined as being con­
fined to transactions involving the issuance of shares, w ithout con­
sideration moving to the corporation, for the purpose of effecting a 
reduction in the un it market price of shares of the class issued and, thus, 
of obtaining wider distribution and improved marketability of the shares. 
W here this is clearly the intent, no transfer from earned surplus to 
capital surplus or capital stock account is called for, other than to the 
extent occasioned by legal requirements. It is believed, however, that 
few cases will arise where the aforementioned purpose can be accomp­
lished through an issuance of shares which is less than, say, 20% or 25% 
of the previously outstanding shares.
16. T he committee believes that the corporation’s representations 
to its shareholders as to the nature of the issuance is one of the principal 
considerations in determ ining whether it should be recorded as a stock 
dividend or a split-up. Nevertheless, it believes that the issuance of new 
shares in ratios of less than, say, 20% or 25% of the previously ou t­
standing shares, or the frequent recurrence of issuances of shares, would 
destroy the presumption that transactions represented to be split-ups 
should be recorded as split-ups.
Three members of the committee, Messrs. Knight, Calkins and 
Mason, assented with qualification, and one member, Mr. Wilcox, 
dissented to adoption of section (b) of Chapter 7.
Mr. Knight assents with the qualification that he believes the section 
should recognize the propriety of treating as income stock dividends re­
ceived by a parent from a subsidiary. He believes the section should
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have retained from the original Bulletin No. 11 the statement, It is 
recognized that this rule, under which the stockholder has no income 
until there is a distribution, division, or severance, may require modifi­
cation in some cases, or that there may be exceptions to it, as, for 
instance, in the case of a parent company with respect to its subsi­
diaries. . ."
Messrs. Calkins and Mason approve part one, bu t believe part two is 
inconsistent therewith in that the former concludes that a stock dividend 
is not income to the recipient while the latter suggests accounting pro­
cedures by the issuer based on the assumption that the shareholder may 
think otherwise. They believe it is inappropriate for the corporate 
entity to base its accounting on considerations of possible shareholder 
reactions. They also believe that part two deals with matters of cor­
porate policy rather than accounting principles and that the purpose 
sought to be served could be more effectively accomplished by appro­
priate notices to shareholders at the time of the issuance of additional 
shares.
Mr. Wilcox dissents from the recommendations made both as to the 
recipient and as to the issuer. He believes that, with proper safeguards, 
stock dividends should be regarded as m arking the point at which 
corporate income is to be recognized by shareholders and denies that 
the arguments favoring this view are in substance arguments for the 
recognition of corporate income as income to the shareholder as it 
accrues to the corporation. He believes that the arguments regarding 
severance and maintenance of proportionate interest are unsound and 
cannot logically be invoked as they are in this section, since they are 
widely ignored with respect to distributions of securities other than com­
mon stock dividends. Mr. Wilcox believes the recommendations as to 
the issuer are inconsistent with the rest of the section, involve arbitrary 
distinctions, ham per or discourage desirable corporate actions, result 
in meaningless segregation in the proprietorship section of balance 
sheets, and serve no informative purpose which cannot be better served 
by explanatory disclosures. He therefore also dissents from the omission 
of requirements for inform ation and disclosures which were contained 
in the original Bulletin No. 11 issued in September, 1941.
Section (c) Business Combinations
1. W henever two or more corporations are brought together or com­
bined for the purpose of carrying on in a single corporation the previ­
ously conducted businesses, the accounting to give effect to the combi­
nation will vary depending upon whether there is a continuance of the 
former ownership or a new ownership.1 This section (a) differentiates
1 When the shares of stock in the surviving corporation that are received by the 
several owners of one of the predecessor companies are not substantially in proportion 
to their respective interests in the predecessor company, a new ownership or purchase 
of such company is presumed to result.
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these two types of corporate combinations, the first of which is desig­
nated herein as a pooling of interests and the second as a purchase; and
(b) indicates the nature of the accounting treatm ent appropriate to 
each type.
2. For accounting purposes the distinction between a pooling of 
interests and a purchase is to be found in the attendant circumstances 
rather than in the legal designation as a merger or a consolidation, or 
in legal considerations with respect to availability of net assets for 
dividends, or provisions of the Internal Revenue Code with respect to 
income taxes. In a pooling of interests, all or substantially all of the 
equity interests in predecessor corporations continue, as such, in a 
surviving corporation1 which may be one of the predecessor corporations, 
or in a new one created for the purpose. In a purchase, on the other 
hand, an im portant part or all of the ownership of the acquired cor­
poration is eliminated. A plan or firm intention and understanding to 
retire capital stock issued to the owners of one or more of the corporate 
parties, or substantial changes in ownership occurring immediately before 
or after the combination, would also tend to indicate that the com­
bination is a purchase.
3. O ther factors to be taken into consideration in determ ining whether 
a purchase or a pooling of interests is involved are the relative size of 
the constituent companies and the continuity of management or power 
to control the management. Thus, a purchase may be indicated when 
one corporate party to a combination is quite m inor in size in relation 
to the others, or where the management of one of the corporate parties 
to the combination is elim inated or its influence upon the management 
of the surviving corporation is very small. O ther things being equal, 
the presumption that a pooling of interests is involved would be 
strengthened if the activities of the businesses to be combined are either 
similar or complementary. No one of these factors would necessarily 
be determinative, bu t their presence or absence would be cumulative in 
effect.
4. W hen a combination is deemed to be a purchase the assets pur­
chased should be recorded on the books of the acquiring company at 
cost, measured in money or the fair value of other consideration given, 
or at the fair value of the property acquired, whichever is more clearly 
evident. This is in accordance with the procedure applicable to account­
ing for purchases of assets.
5. W hen a combination is deemed to be a pooling of interests, the 
necessity for a new basis of accountability does not arise. T he carrying 
amounts of the assets of the constituent companies, if stated in con­
formity with generally accepted accounting principles and appropriately
1 When the shares of stock in the surviving corporation that are received by the 
several owners of one of the predecessor companies are not substantially in proportion 
to their respective interests in the predecessor company, a new ownership or purchase 
of such company is presumed to result.
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adjusted when deemed necessary to place them on a uniform basis, 
should be carried forward; and earned surpluses of the constituent com­
panies may be carried forward. However, any adjustm ent of assets or of 
surplus which would be in conformity with generally accepted account­
ing principles in the absence of a combination would be equally so if 
effected in connection with a pooling of interests. If one party to such 
a combination had been acquired by purchase as a subsidiary by another 
such party prior to the origin of a plan of combination, the parent’s 
share of the earned surplus of the subsidiary prior to such acquisition 
should not be included in the earned surplus account of the pooled 
companies.
6. Because of the variety of conditions under which a pooling of in­
terests may be carried out it is not practicable to deal with the ac­
counting presentation except in general terms. A num ber of problems 
will arise. For example, the stated capital of the surviving corporation 
in a pooling of interests may be either more than, or less than, the total 
of the stated capital of the predecessor corporations. In  the former 
event the excess should be deducted first from the total of any other 
contributed capital (capital surplus), and next from the total of any 
earned surplus of the predecessors, while in the latter event the difference 
should appear in the balance sheet of the surviving corporation as other 
contributed capital (capital surplus), analogous to that created by a 
reduction in stated capital where no combination is involved.
7. W hen a combination results in carrying forward the earned surpluses 
of the constituent companies, statements of operations issued by the con­
tinuing business for the period in which the combination occurs and for 
any preceding period should show the results of operations of the com­
bined interests.
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CHAPTER 8
INCOME AND EARNED SURPLUS
1. T he purpose of this chapter is to recommend criteria for use in 
identifying m aterial extraordinary charges and credits which may in 
some cases and should in other cases be excluded from the determ ination 
of net income and to recommend methods of presenting these charges 
and credits.
2. In  dealing with the problem of selecting the most useful form of 
income statement, the danger of understatem ent or overstatement of in­
come must be recognized. An im portant objective of income presentation 
should be the avoidance of any practice that leads to income equalization.
3. A ttention is directed to certain facts which serve to emphasize that 
the word income is used to describe a general concept, not a specific and 
precise thing, and that the income statement is based on the concept of 
the going concern. I t is at best an interim  report. Profits are not funda­
mentally the result of operations during any short period of time. Allo­
cations to fiscal periods of both charges and credits affecting the deter­
m ination of net income are, in part, estimated and conventional and 
based on assumptions as to future events which may be invalidated by 
experience. W hile the items of which this is true are usually few in 
relation to the total num ber of transactions, they sometimes are large 
in relation to the other amounts in the income statement.
4. I t  must also be recognized that the ultim ate distinction between 
operating income and charges and nonoperating gains and losses, terms 
having considerable currency in the accounting profession, has not been 
established. T he former are generally defined as recurrent features of 
business operation, more or less normal and dependable in their inci­
dence from year to year; the latter are generally considered to be irre­
gular and unpredictable, more or less fortuitous and incidental. T he 
committee is also m indful that the term net income has been used in­
discriminately and often w ithout precise, and most certainly w ithout 
uniform, definition in the financial press, investment services, annual 
reports, prospectuses, contracts relating to compensation of management, 
bond indentures, preferred stock dividend provisions and many other 
places.
5. In  the committee’s view, the above facts with respect to the income 
statement and the income which it displays make it incum bent upon 
readers of financial statements to exercise great care at all times in 
drawing conclusions from them.
6. T he question of what constitutes the most practically useful con­
cept of income for the year is one on which there is much difference 
of opinion. On the one hand, net income is defined according to a
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strict proprietary concept by which it is presumed to be determined 
by the inclusion of all items affecting the net increase in proprietorship 
during the period except dividend distributions and capital transactions. 
T he form of presentation which gives effect to this broad concept of net 
income has sometimes been designated the all-inclusive income state­
ment. On the other hand, a different concept places its principal em­
phasis upon relationship of items to the operations, and to the year, 
excluding from the determ ination of net income any m aterial extraordi­
nary items which are not so related or which, if included, would im pair 
the significance of net income so that misleading inferences might be 
drawn therefrom. This latter concept would require the income state­
m ent to be designed on what m ight be called a current operating 
performance basis, because its chief purpose is to aid those primarily 
interested in what a company was able to earn under the operating 
conditions of the period covered by the statement.
7. Proponents of the all-inclusive type of income statement insist that 
annual income statements taken for the life of an enterprise should, 
when added together, represent total net income. They emphasize the 
dangers of possible m anipulation of the annual earnings figure if ma­
terial extraordinary items may be om itted in the determ ination of 
income. They also assert that, over a period of years, charges resulting 
from extraordinary events tend to exceed the credits, and the omission 
of such items has the effect of indicating a greater earning performance 
than the corporation actually has exhibited. They insist that an income 
statement which includes all income charges or credits arising during the 
year is simple to prepare, is easy to understand, and is not subject to 
variations resulting from the different judgments that may be applied 
in the treatm ent of individual items. They argue that when judgm ent 
is allowed to enter the picture with respect to the inclusion or exclu­
sion of special items, material differences in the treatm en t of borderline 
cases develop and that there is danger that the use of distortion as a 
criterion may be a means of accomplishing the equalization of income. 
W ith full disclosure of the nature of any special or extraordinary items, 
this group believes the user of the financial statements can make his own 
additions or deductions more effectively than can the management or 
the independent accountant.
8. Those who favor the all-inclusive income statement largely assume 
that those supporting the current operating performance concept are 
mainly concerned with establishing a figure of net income for the year 
which will carry an implication as to future earning capacity. Having 
made this assumption, they contend that income statements should not 
be prepared on the current operating performance basis because income 
statements of the past are of only limited help in the forecasting of the 
earning power of an enterprise. This group also argues that items re­
flecting the results of unusual or extraordinary events are part of the
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earnings history of the company, and accordingly should be given weight 
in  any effort to make financial judgments with respect to the company. 
Since a judgm ent as to the financial affairs of an enterprise should involve 
a study of the results of a period of prior years, rather than of a single 
year, this group believes that the omission of m aterial extraordinary 
items from annual income statements is undesirable since there would 
be a greater tendency for those items to be overlooked in such a study.
9. O n the other hand, those who advocate the current operating per­
formance type of income statement generally do so because they are 
m indful of the particular business significance which a substantial num ­
ber of the users of financial reports attach to the income statement. 
They point out that, while some users of financial reports are able to 
analyze a statement and elim inate from it those unusual and extraordi­
nary items that tend to distort it for their purposes, many users are not 
trained to do so. Furtherm ore, they contend, it is difficult at best to 
report in  any financial statement sufficient data to afford a sound basis 
upon which the reader who does not have an intim ate knowledge of the 
facts can make a well-considered classification. They consider it self- 
evident that management and the independent auditors are in a better 
position than outsiders to determine whether there are unusual and 
extraordinary items which, if included in the determ ination of net 
income, may give rise to misleading inferences as to current operating 
performance. Relying on the proper exercise of professional judgment, 
they discount the contention that neither managements nor the inde­
pendent auditors, because of the absence of objective standards to guide 
them, have been able to decide consistently which extraordinary charges 
and credits should be excluded in determ ining earning performance. 
They agree it is hazardous to place too great a reliance on the net 
income as shown in a single annual statement and insist that a realistic 
presentation of current performance must be taken for what it is and 
should not be construed as conveying an im plication as to future ac­
complishments. T he net income of a single year is only one of scores 
of factors involved in analyzing the future earnings prospects or po­
tentialities of a business. It is well recognized that future earnings are 
dependent to a large extent upon such factors as m arket trends, product 
developments, political events, labor relationships, and numerous other 
factors not ascertainable from the financial statements. However, this 
group insists that the net income for the year should show as clearly 
as possible what happened in that year under that year’s conditions, in 
order that sound comparisons may be made with prior years and with the 
performance of other companies.
10. T he advocates of this current operating performance type of state­
m ent join fully with the so-called all-inclusive group in asserting that 
there should be full disclosure of all m aterial charges or credits of an 
unusual character, including those attributable to a prior year, bu t they
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insist that disclosure should be made in such manner as not to distort 
the figure which represents what the company was able to earn from its 
usual or typical business operations under the conditions existing during 
the year. They point out that many companies, in order to give more 
useful information concerning their earning performance, make a prac­
tice of restating the earnings of a number of prior years after adjusting 
them to reflect the proper allocation of items not related to the years 
in which they were first reported. They believe that material extraor­
dinary charges or credits may often best be disclosed as direct adjust­
ments of surplus. They point out that a charge or credit in a material 
amount representing an unusual item not likely to recur, if included 
in the computation of annual net income, may be so distorting in its 
results as to lead to unsound judgments with respect to the current 
earning performance of the company.
11. The committee has indicated elsewhere1 that in its opinion it is 
plainly desirable that over the years all profits and losses of a business be 
reflected in net income, but at the same time has recognized that, under 
appropriate circumstances, it is proper to exclude certain material charges 
and credits from the determination of the net income of a single year, 
even though they clearly affect the cumulative total of income for a 
series of years. In harmony with this view, it is the opinion of the com­
mittee that there should be a general presumption that a ll items of profit 
and loss recognized during the period are to be used in  determ ining the 
figure reported as net income. T h e  only possible exception to this pre­
sum ption relates to items which in  the aggregate are m aterial in  re la­
tion to the com pany’s net income and are clearly not identifiable w ith  
or do not result from the usual or typical business operations of the 
period. Thus, only extraordinary items such as the following may be 
excluded from the determination of net income for the year, and they 
should be excluded when their inclusion would impair the significance 
of net income so that misleading inferences might be drawn therefrom:2
a. Material charges or credits (other than ordinary adjustments of a recurring 
nature) specifically related to operations of prior years, such as the elim ina­
tion of unused reserves provided in prior years and adjustments of income 
taxes for prior years;
Material charges or credits resulting from unusual sales of assets not acquired 
for resale and not of the type in wh ich the company generally deals; 
Material losses of a type not usually insured against, such as those resulting 
from wars, riots, earthquakes, and similar calamities or catastrophes except 
where such losses are a recurrent hazard of the business;
T he write-off of a material amount of intangibles;3
T he write-off of material amounts of unamortized bond discount or prem­
ium and bond issue expenses at the time of the retirement or refunding  
of the debt before maturity.
b.
c.
d.
e.
1 See Chapter 2 (b), paragraph 3.
2 See Chapter 10 (b) with respect to the allocation of income taxes.
3 See Chapter 5, paragraphs 8 and 9, for conditions under which a material portion 
or the entire amount of intangibles described therein as type (b) may be written off.
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12. T he following, however, should be excluded from the determi­
nation of net income under all circumstances:
a. Adjustments resulting from transactions in the company’s own capital stock;
b. Amounts transferred to and from accounts properly designated as surplus 
appropriations, such as charges and credits with respect to general purpose 
contingency reserves;
c. Amounts deemed to represent excessive costs of fixed assets, and annual 
appropriations in contemplation of replacement of productive facilities at 
higher price levels;4 and
d. Adjustments made pursuant to a quasi-reorganization.
13. Consideration has been given to the methods of presentation of 
the extraordinary items excluded in the determ ination of net income 
under the criteria set forth in paragraph 11. One method is to carry all 
such charges and credits directly to the surplus account with complete 
disclosure as to their nature and amount. A second method is to show 
them in the income statement after the am ount designated as net income. 
W here the second method is used, misconceptions are likely to arise as 
to whether earnings for the period are represented by the am ount actually 
designated as net income or by the final, and often more prom inent, 
am ount shown on the income statement after deduction or addition of 
m aterial extraordinary items excluded from the determ ination of net 
income. Having in m ind the possibility of such misconceptions where the 
second method is employed, the committee believes that the first method 
more clearly portrays net income. It should be noted that the Securities 
and Exchange Commission, in its revised Regulation S-X issued in Decem­
ber, 1950, made provision in item 17 of Rule 5-03 for the addition to or 
deduction from net income or loss, at the bottom of income statements 
filed with the Commission, of items of profit and loss given recognition 
in the accounts during the period and not included in the determ ination 
of net income or loss. T he change in Rule 5-03 does not affect the deter­
m ination of the am ount to be reported as net income or earnings for the 
year. Furthermore, the additions or deductions at the foot of the income 
statement after determ ination of net income are equivalent to direct 
credits or charges to earned surplus. In  view of the foregoing, and 
although the committee strongly prefers the first method, it considers the 
second method of presentation described above to be acceptable provided 
care is taken that the figure of net income is clearly and unequivocally 
designated so as not to be confused with the final figure in the income 
statement. T hus it is imperative that the caption of the final figure should 
precisely describe what it represents, for example, net income and special 
items, net income and refund of 1945 excess profits taxes, net loss and 
special items, or profit on sale of subsidiary less net loss. A  company may 
use the first m ethod of presentation in one statement and the second 
method in another like statement covering the same fiscal period. T he 
committee wishes to make clear that neither of the above-described
4 See Chapter 9 (a) and dissents thereto.
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methods of presentation precludes the use of the combined statement 
of income and earned surplus.5 However, where such combined statement 
is utilized, the committee’s preference is that the figure of net income be 
followed immediately by the surplus balance at the beginning of the 
period. It is also the committee’s opinion that deduction of the single 
item of dividends from net income on the income statement would not be 
subject to misconception.
14. In  its deliberations concerning the nature and purpose of the in­
come statement, the committee has been m indful of the disposition of 
even well-informed persons to attach undue importance to a single net 
income figure and to earnings per share shown for a particular year. T he 
committee directs attention to the undesirability in many cases of the dis­
semination of inform ation in which m ajor prominence is given to a single 
figure of net income or net income per share. However, if such income 
data are reported (as in newspapers, investors’ services, and annual cor­
porate reports), the committee strongly urges that any determ ination of 
income per share be related to the am ount designated in the income 
statement as net income and that where m aterial extraordinary charges 
or credits have been excluded from the determ ination of net income, 
the corresponding total or per-share am ount of such charges and credits 
also be reported separately and simultaneously. In this connection the 
committee earnestly solicits the co-operation of all organizations, both 
governmental and private, engaged in the compilation of business earn­
ings statistics from annual reports.
5 See Chapter 2 (b).
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CHAPTER 9
DEPRECIATION
Section (a) Depreciation and High Costs
1. In December, 1947, the committee issued Accounting Research Bul­
letin No. 33, dealing with the subject of depreciation and high costs. In 
October, 1948, it published a letter to the membership reaffirming the 
opinion expressed in the bulletin.
2. T he subject is one of continuing importance. T he committee once 
more expresses its approval of the basic conclusions asserted in both 
publications, but in view of the many requests received for further con­
sideration of various aspects of the problem has placed the subject on its 
agenda for further study.
3. Accounting Research Bulletin No. 33 read as follows:
4. “T he American Institute of Accountants’ committee on accounting 
procedure has given extensive consideration to the problem of making 
adequate provision for the replacement of plant facilities in view of 
recent sharp increases in the price level. T he problem requires considera­
tion of charges against current income for depreciation of facilities 
acquired at lower price levels.
5. “T he committee recognizes that business management has the re­
sponsibility of providing for replacement of p lant and machinery. It also 
recognizes that, in reporting profits today, the cost of m aterial and labor 
is reflected in terms of ‘inflated’ dollars while the cost of productive 
facilities in which capital was invested at a lower price level is reflected 
in terms of dollars whose purchasing power was much greater. T here is 
no doubt that in considering depreciation in connection with product 
costs, prices, and business policies, management must take into considera­
tion the probability that plant and machinery will have to be replaced 
at costs much greater than those of the facilities now in use.
6. “W hen there are gross discrepancies between the cost and current 
values of productive facilities, the committee believes that it is entirely 
proper for management to make annual appropriations of net income or 
surplus in contem plation of replacement of such facilities at higher price 
levels.
7. “It has been suggested in some quarters that the problem be met by 
increasing depreciation charges against current income. T he committee 
does not believe that this is a satisfactory solution at this time. It believes 
that accounting and financial reporting for general use will best serve 
their purposes by adhering to the generally accepted concept of deprecia­
tion on cost, at least until the dollar is stabilized at some level. An 
attem pt to recognize current prices in providing depreciation, to be con­
Ch. 17] APPENDIX A 51
sistent, would require the serious step of formally recording appraised 
current values for all properties, and continuous and consistent deprecia­
tion charges based on the new values. W ithout such formal steps, there 
would be no objective standard by which to judge the propriety of the 
amounts of depreciation charges against current income, and the signif­
icance of recorded amounts of profit m ight be seriously impaired.
8. “It would not increase the usefulness of reported corporate income 
figures if some companies charged depreciation on appraised values while 
others adhered to cost. T he committee believes, therefore, that considera­
tion of radical changes in accepted accounting procedure should not be 
undertaken, at least until a stable price level would make it practicable 
for business as a whole to make the change at the same time.
9. “T he committee disapproves immediate write-downs of plant cost by 
charges against current income in amounts believed to represent exces­
sive or abnormal costs occasioned by current price levels. However, the 
committee calls attention to the fact that plants expected to have less 
than normal useful life can properly be depreciated on a systematic basis 
related to economic usefulness.”
10. T he letter of October 14, 1948, was addressed to the members of 
the Institute and read as follows:
11. “T he committee on accounting procedure has reached the con­
clusion that no basic change in the accounting treatm ent of depreciation 
of p lant and equipm ent is practicable or desirable under present condi­
tions to meet the problem created by the decline in the purchasing power 
of the dollar.
12. “T he committee has given intensive study to this problem and has 
examined and discussed various suggestions which have been made to 
meet it. It has solicited and considered hundreds of opinions on this 
subject expressed by businessmen, bankers, economists, labor leaders, and 
others. W hile there are differences of opinion, the prevailing sentiment 
in these groups is against any basic change in present accounting pro­
cedures. T he committee believes that such a change would confuse 
readers of financial statements and nullify many of the gains that have 
been made toward clearer presentation of corporate finances.
13. “Should inflation proceed so far that original dollar costs lose their 
practical significance, it m ight become necessary to restate all assets in 
terms of the depreciated currency, as has been done in some countries. 
But it does not seem to the committee that such action should be recom­
mended now if financial statements are to have maximum usefulness to 
the greatest num ber of users.
14. “T he committee, therefore, reaffirms the opinion it expressed in 
Accounting Research Bulletin No. 33, December, 1947.
15. “Any basic change in the accounting treatm ent of depreciation 
should await further study of the nature and concept of business income.
16. “T he immediate problem can and should be met by financial m an­
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agement. T he committee recognizes that the common forms of financial 
statements may perm it misunderstanding as to the am ount which a cor­
poration has available for distribution in the form of dividends, higher 
wages, or lower prices for the company’s products. W hen prices have 
risen appreciably since original investments in p lant and facilities were 
made, a substantial proportion of net income as currently reported must 
be reinvested in the business in order to m aintain assets at the same 
level of productivity at the end of a year as at the beginning.
17. “Stockholders, employees, and the general public should be in ­
formed that a business must be able to retain out of profits amounts 
sufficient to replace productive facilities at current prices if it is to stay 
in business. T he  committee therefore gives its full support to the use of 
supplementary financial schedules, explanations or footnotes by which 
management may explain the need for retention of earnings.’’
Six members of the committee, Messrs. Andrews, Peloubet, Peoples, 
Smith, Wellington, and Williams, dissented to adoption of section (a) 
of Chapter 9.
T he six dissenting members object to the reprinting, in this section, of 
Bulletin No. 33 of December, 1947, and the reaffirming letter of October 
14, 1948. T h a t bulletin was issued to check the extension of certain 
then-emerging practices and it was successful in that purpose. However, 
Bulletin No. 33 contains assertions which are not now appropriate and 
should be eliminated, notably:
a. “An attempt to recognize current prices in providing depreciation . . . 
would require the serious step of formally recording appraised current 
values . . . and consistent depreciation charges based on the new values” 
(par. 7 of this section).
Those dissenting believe this is not the only m ethod which may be fol­
lowed — a conclusion also reached by the Study Group on Business In ­
come (see page 61 of its report).1
b. “. . . consideration of radical changes in accepted accounting procedure 
should not be undertaken, at least until a stable price level would make 
it practicable for business as a whole to make the change at the same time.” 
(par. 8).
This statement virtually precludes changes in  accounting practice in so 
far as the monetary un it is concerned and is inconsistent with the para­
graphs on Accounting and the Corporate System in the introduction to 
this volume.
c. The warnings (in paragraphs 5, 6, 16 and 17) to management as to the 
use of profits.
Such warnings are irrelevant; it is no part of the accountant’s function
1 Study Group on Business Income, Changing Concepts of Business Incom e. New 
York: The Macmillan Co., 1952. 160 pages.
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to tell management what it may or may not properly do with income 
after it has been determined.
Those dissenting believe that acceptable accounting practices should 
comprehend financial statements to stockholders, employees, and the 
public designed to reflect those concepts of cost and net income which 
are recommended in paragraph 5 to management in determ ining product 
costs, prices, and business policies. They question whether net income 
can properly be so designated if appropriations therefrom, as suggested 
in paragraph 6, are needed to preserve capital invested in plant.
They believe that plant may continue to be carried in the balance 
sheet at historical cost with deduction for depreciation based thereon. In 
addition to historical depreciation, a supplementary annual charge to 
income should be perm itted with corresponding credit to an account for 
property replacements and substitutions, to be classified with the stock­
holders’ equity. This supplementary charge should be in such am ount 
as to make the total charge for depreciation express in current dollars 
the exhaustion of p lant allocable to the period. T he supplementary 
charge would be calculated by use of a generally accepted price index 
applied to the expenditures in the years when the p lant was acquired. 
T he last sentence of paragraph 7 would then be no longer valid; the 
usefulness of financial statements would be enhanced w ithout sacrifice 
of presently existing comparability.
Section (b) Depreciation on Appreciation
1. Historically, fixed assets have been accounted for on the basis of 
cost. However, fixed assets in the past have occasionally been written 
up to appraised values because of rapid rises in price levels, to adjust 
costs in the case of bargain purchases, et cetera. In  some of these instances 
companies have continued to compute depreciation on the basis of cost.
2. W hen appreciation has been entered on the books income should 
be charged with depreciation1 computed on the written-up amounts. A 
company should not at the same time claim larger property valuations in 
its statement of assets and provide for the amortization of only smaller 
amounts in its statement of income. W hen a company has made repre­
sentations as to an increased valuation of plant, depreciation accounting 
and periodic income determ ination thereafter should be based on such 
higher amounts.
Three members of the committee, Messrs. Calkins, L indquist and 
Mason, assented with qualification to adoption of section (b) of 
Chapter 9.
1 The word depreciation is here used in its ordinary accounting sense and not as the 
converse of appreciation.
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Messrs. Calkins, Lindquist and Mason believe that, as a m atter of con­
sistency, where increased property valuations have been entered on the 
books the credit item should be treated as perm anent capital and would 
therefore not be available for subsequent transfer to earned surplus as 
realized through depreciation or sale.
Section (c) Emergency Facilities — Depreciation, Amortization, 
and Income Taxes
Certificates of Necessity
1. Section 124a of the In ternal Revenue Code, which was added by 
the Revenue Act of 1950, provides for the issuance of certificates of 
necessity under which all or part of the cost of so-called emergency facilities 
may be amortized over a period of sixty months for income-tax purposes. 
In  many cases, the amounts involved are material, and companies are 
faced with the problem of deciding whether to adopt the 60-month period 
over which the portions of the cost of the facilities covered by certificates 
of necessity may be amortized for income-tax purposes as the period over 
which they are to be depreciated in the accounts.
2. Thinking on this question apparently has become confused because 
many so-called percentage certificates have been issued covering less than 
the entire cost of the facility. This fact, together w ith the fact that the 
probable economic usefulness of the facility after the close of the five-year 
amortization period is considered by the certifying authority in deter­
m ining the percentage covered by these certificates, has led many to 
believe that the percentage used represents the government’s conclusion 
as to the proportion of the cost of the facility that is not expected to 
have usefulness at the end of five years.
3. In  some cases, it is apparent that the probable lack of economic 
usefulness of the facility after the close of the amortization period must 
constitute the principal if not the sole basis for determ ining the per­
centage to be included in the certificate. However, it must be recognized 
that the certifying authority has acted under orders to give consideration 
also to a variety of other factors to the end that the am ount certified 
may be the m inim um  am ount necessary to secure expansion of industrial 
capacity in the interest of national defense during the emergency period. 
Among the factors required to be considered in the issuance of these 
certificates, in addition to loss of useful value, are (a) character of busi­
ness, (b) extent of risk assumed (including the am ount and source of 
capital employed, and the potentiality of recovering capital or retiring 
debt through tax savings or pricing), (c) assistance to small business and 
prom otion of competition, (d) compliance with government policies (for 
example, dispersal for security), and (e) other types of incentives pro­
vided by government, such as direct government loans, guaranties and 
contractual arrangements.
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Depreciation Considerations
4. T he argument has been advanced from time to time that, since the 
portion of the cost of properties covered by certificates of necessity is 
amortized over a five-year period for income tax purposes, it is necessary 
to follow the same procedure in the accounts. Sound financial accounting 
procedures do not necessarily coincide with the rules as to what shall be 
included in “gross income,” or allowed as a deduction therefrom, in 
arriving at taxable net income. It is well recognized that such rules 
should not be followed for financial accounting purposes if they do not 
conform to generally accepted accounting principles. However, where the 
results obtained from following income tax procedures do not materially 
differ from those obtained where generally accepted accounting principles 
are followed, there are practical advantages in keeping the accounts in 
agreement with the income tax returns.
5. T he cost of a productive facility is one of the costs of the services it 
renders during its useful economic life. Generally accepted accounting 
principles require that this cost be spread over the expected useful life of 
the facility in such a way as to allocate it as equitably as possible to the 
periods during which services are obtained from the use of the facility. 
This procedure is known as depreciation accounting, a system of account­
ing which aims to distribute the cost or other basic value of tangible 
capital assets, less salvage (if any), over the estimated useful life of the 
un it (which may be a group of assets) in a systematic and rational 
manner. It is a process of allocation, not of valuation.
6. T he committee is of the opinion that from an accounting standpoint 
there is nothing inherent in the nature of emergency facilities which 
requires the depreciation or amortization of their cost for financial 
accounting purposes over either a shorter or a longer period than would 
be proper if no certificate of necessity had been issued. Estimates of the 
probable useful life of a facility by those best informed in the m atter may 
indicate either a shorter or a longer life than the statutory 60-month 
period over which the certified portion of its costs is deductible for 
income tax purposes.
7. In  determ ining the proper am ount of annual depreciation with 
respect to emergency facilities for financial accounting purposes, it must 
be recognized that a great many of these facilities are being acquired 
prim arily for what they can produce during the emergency period. T o  
whatever extent it is reasonable to expect the useful economic life of a 
facility to end with the close of the amortization period the cost of the 
facility is a proper cost of operation during that period.
8. In  determ ining the prospective usefulness of such facilities it will 
be necessary to consider their adaptability to post-emergency use, the 
effect of their use upon economic utilization of other facilities, the pos­
sibility of excessive costs due to expedited construction or emergency 
conditions, and the fact that no deductions for depreciation of the certi­
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fied portion will be allowable for income tax purposes in the post­
amortization years if the company elects to claim the amortization deduc­
tion. T he purposes for which emergency facilities are acquired in a great 
many cases are such as to leave m ajor uncertainties as to the extent of 
their use during the amortization period and as to their subsequent use­
fulness — uncertainties which are not normally encountered in the acqui­
sition and use of operating facilities.
9. Consideration of these factors, the committee believes, will in many 
cases result in the determ ination of depreciation charges during the 
amortization period in excess of the depreciation that would be appro­
priate if these factors were not involved. Frequently they will be so 
compelling as to indicate the need for recording depreciation of the cost 
of emergency facilities in the accounts in  conformity with the amortiza­
tion deductions allowable for income-tax purposes. However, the com­
mittee believes that when the am ount allowed as amortization for income 
tax purposes is materially different from the am ount of the estimated 
depreciation, the latter should be used for financial accounting purposes.
10. In  some cases, certificates of necessity cover facilities which the 
owner expects to use after the emergency period in lieu of older facilities. 
As a result the older facilities may become unproductive and obsolete 
before they are fully depreciated on the basis of their previously expected 
life. In  such situations, the committee believes depreciation charges to 
income should be determ ined in relation to the total properties, to the 
end that sound depreciation accounting may be applied to the property 
accounts as a whole.
Recognition of Income Tax Effects
11. In  those cases in which the am ount of depreciation charged in the 
accounts on that portion of the cost of the facilities for which certificates 
of necessity have been obtained is materially less than the am ount of 
amortization deducted for income tax purposes, the am ount of income 
taxes payable annually during the amortization period may be signif­
icantly less than it would be on the basis of the income reflected in  the 
financial statements. I n  such cases, after the close of the amortization 
period the income taxes will exceed the am ount that would be appro­
priate on the basis of the income reported in the statements. Accordingly, 
the committee believes that during the amortization period, where this 
difference is m aterial, a charge should be made in the income statement 
to recognize the income tax to be paid in the future on the am ount by 
which amortization for income tax purposes exceeds the depreciation 
that would be allowable if certificates of necessity had not been issued. 
T he am ount of the charge should be equal to the estimated am ount by 
which the income tax expected to be payable after the amortization 
period exceeds what would be so expected if amortization had no t been 
claimed for income tax purposes in the amortization period. T he  esti­
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mated am ount should be based upon norm al and surtax rates in effect 
during the period covered by the income statement w ith such changes 
therein as can be reasonably anticipated at the time the estimate is made.
12. In  accounting for this deferment of income taxes, the committee 
believes it desirable to treat the charge as being for additional income 
taxes. T he related credit in such cases would properly be made to an 
account for deferred income taxes. Under this method, during the life 
of the facility following the amortization period the annual charges for 
income taxes will be reduced by charging to the account for deferred 
income taxes that part of the income tax in excess of what would have 
been payable had the amortization deduction not been claimed for 
income tax purposes in the amortization period. By this procedure the 
net income will more nearly reflect the results of a proper matching of 
costs and revenues.
13. T here are those who similarly recognize the necessity for giving 
effect to the am ount of the deferred income taxes bu t who believe this 
should be accomplished by making a charge in the income account for 
additional amortization or depreciation. They would carry the related 
credit to an accumulated amortization or depreciation account as a prac­
tical means of recognizing the loss of future deductibility of the cost of 
the facility for income tax purposes. If this procedure is followed the 
annual charges for depreciation will be correspondingly reduced through­
out the useful life of the facility following the amortization period. Al­
though this procedure will result in the same am ount of net income as the 
procedure outlined in paragraph 12, and therefore may be considered as 
acceptable, the committee regards the paragraph 12 procedure as prefer­
able. In any circumstances, there should be disclosure of the procedures 
followed.
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CHAPTER 10
TAXES
Section (a) Real and Personal Property Taxes
1. T he purpose of this section is to draw attention to the problems 
involved in accounting for real and personal property taxes and to 
present some of the considerations which enter into a determ ination of 
their accounting treatment.
Legal Liability for Property Taxes 
and Treatment for Income-Tax Purposes
2. Unlike excise, income and social security taxes, which are directly 
related to particular business events, real and personal property taxes 
are based upon the assessed valuation of property (tangible and in­
tangible) as of a given date, as determined by the laws of a state or other 
taxing authority. For this reason the legal liability for such taxes is 
generally considered as accruing at the moment of occurrence of some 
specific event, rather than over a period of time. W hether such legal 
accrual should determine the accounting treatm ent is a question to be 
discussed later. T ax  laws, opinions of attorneys, income tax regulations, 
and court decisions have m entioned various dates on which certain prop­
erty taxes are said to accrue legally. Among them are the following:
a. Assessment date.
b. Beginning of taxing authority’s fiscal year.
c. End of taxing authority’s fiscal year.
d. Date on which tax becomes a lien on the property.
e. Date tax is levied.
f. Date or dates tax is payable.
g. Date tax becomes delinquent.
h. Tax period appearing on tax bill.
3. Most of the foregoing dates are mentioned in tax laws. In  a given 
case several of these dates may coincide.
4. T he date to be applied in a particular case necessarily requires 
reference to the law and court decisions of the state concerned. Where 
the m atter has been litigated, it has often been held that property taxes 
become a liability at the point of time when they become a lien. T he 
general rule, however, is that such taxes accrue as of the date on which 
they are assessed. T he position of the Bureau of Internal Revenue is 
that generally property taxes accrue on the assessment date, even if the 
am ount of the tax is not determined until later.
5. A practical aspect of the legal liability for property taxes must be 
considered when title to property is transferred during the taxable year.
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As stated previously, the assessment date generally determines accrual. 
But as between vendor and vendee, the Supreme Court1 has laid down 
the rule that the lien date, or the date of personal obligation, controls and 
that where a transfer occurs after either of those dates, the purchaser is 
not entitled to deduct the taxes for income tax purposes.
6. Adjustments on account of property taxes paid or accrued are fre­
quently incorporated in agreements covering the sale of real estate, which 
determine the question for the individual case as between the buyer and 
seller, though they are not necessarily controlling for income tax pu r­
poses.
7. A lthough pro-rata accrual of property taxes has been perm itted by 
some courts, the generally accepted rule seems to be that such taxes accrue 
in a lum p sum on one date and not ratably over the year.
Accounting for Property Taxes 
Accrual Accounting
8. Accounting questions arise as to (1) when the liability for real and 
personal property taxes should be recorded on the books of a taxpayer 
keeping his accounts on the accrual basis and (2) the amounts to be 
charged against the income of respective periods. Here again, the deci­
sion is influenced by the particular circumstances of each tax. Such terms 
as assessment date and levy date vary in meaning in the different juris­
dictions; and while there is sufficient agreement about assessment date to 
furnish a basis for the general legal rule already mentioned, it does not 
necessarily follow that the legal rule should determine the accounting 
treatment.
9. Determ ination of the liability for the tax often proceeds by degrees, 
the several steps being taken at appreciable intervals of time. For ex­
ample, while it is known that the owner of real property is liable, with 
respect to each tax period, for a tax on property owned on the assessment 
date, the am ount of the tax may not be fixed until much later. T here 
is sometimes reluctance toward recording liabilities of indeterminate 
amount, especially such items as property taxes, and a preference for 
recording them when the am ount can be computed with certainty. W hile 
this consideration is one which occasionally leads to the m ention of 
taxes in footnotes as contingent liabilities, the inability to determine the 
exact am ount of taxes is in itself no justification for failure to recognize 
an existing tax liability.
10. In  practice, real and personal property taxes have been charged 
against the income of various periods, as indicated below:
a. Year in which paid (cash basis).
b. Year ending on assessment (or lien) date.
c. Year beginning on assessment (or lien) date.
1 Magruder v. Supplee, 316 U.S. 394 (1942).
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Calendar or fiscal year of taxpayer prior to assessment (or lien) date. 
Calendar or fiscal year of taxpayer including assessment (or lien) date. 
Calendar or fiscal year of taxpayer prior to payment date.
Fiscal year of governing body levying the tax.
Year appearing on tax bill.
11. Some of these periods may coincide, as when the fiscal year of the 
taxing body and that of the taxpayer are the same. T he charge to income 
is sometimes made in full at one time, sometimes ratably on a monthly 
basis, sometimes on the basis of prior estimates, adjusted during or after 
the period.
12. T he various periods m entioned represent varying degrees of con­
servatism in accrual accounting. Some justification may be found for 
each usage, bu t all the circumstances relating to a particular tax must be 
considered before a satisfactory conclusion is reached.
13. Consistency of application from year to year is the im portant con­
sideration and selection of any of the periods m entioned is a m atter for 
individual judgment.
Basis Considered Most Acceptable
14. Generally, the most acceptable basis of providing for property taxes 
is m onthly accrual on the taxpayer’s books during the fiscal period of the 
taxing authority for which the taxes are levied. T he books will then 
show, at any closing date, the appropriate accrual or prepayment.
15. It may be argued that the entire am ount of tax should logically 
be accrued by the lien date. Advocates of this procedure vary from those 
who would accrue the tax by charges to income during the year ending 
on the lien date, to those who urge setting up the full tax liability on the 
lien date and charging the am ount thereof to income during the subse­
quent year. However, the basis described in the preceding paragraph is 
held by the m ajority of accountants to be practical and satisfactory so 
long as it is consistently followed.
Treatment in Financial Statements 
Balance Sheet
16. An accrued liability for real and personal property taxes, whether 
estimated or definitely known, should be included among the current 
liabilities. W here estimates are subject to a substantial measure of uncer­
tainty the liability should be described as estimated.
Income Statement
17. W hile it is sometimes proper to capitalize in property accounts the 
am ount of real estate taxes applicable to property which is being devel­
oped for use or sale, these taxes are generally regarded as an expense of 
doing business. They may be (a) charged to operating expenses; (b)
d.
e.
f.
g.
h.
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shown as a separate deduction from income; or (c) distributed among 
the several accounts to which they are deemed to apply, such as factory 
overhead, rent income, and selling or general expenses.
18. In condensed income statements appearing in published reports, 
the amounts of real and personal property taxes, however charged in the 
accounts, are rarely shown separately. They are frequently combined 
with other taxes bu t not with taxes on income.
19. Since the liability for property taxes must frequently be estimated 
at the balance-sheet date, it is often necessary to adjust the provision for 
taxes of a prior year when their am ount has been ascertained. These 
adjustments should ordinarily be made through the income statement, 
either in combination with the current year’s provision or as a separate 
item in the income statement. Such adjustments should not be made 
in the surplus account, except under the conditions set forth in Chapter 
8, paragraphs 11, 12 and 13.
One member of the committee, Mr. W ellington, assented with
qualification to adoption of section (a) of Chapter 10.
Mr. W ellington objects to the statement in paragraph 15 that the basis 
described in paragraph 14 is held by the majority of accountants to be 
practical and satisfactory so long as it is consistently followed. In  his 
opinion, the most logical practice is to accrue the entire am ount of tax 
at the lien date, with a corresponding charge to an account such as taxes 
unexpired  which will then be reduced pro rata, as outlined in the latter 
part of the second sentence of paragraph 15.
Section (b) Income Taxes
1. This section deals with a num ber of accounting problems which 
arise in the reporting of income and excess-profits taxes (hereinafter 
referred to as income taxes) in financial statements. T he problems arise 
largely where (a) m aterial items entering into the com putation of taxable 
income are not included in the income statement and where (b) material 
items included in the income statement do not enter into the computa­
tion of taxable income. T he section does not apply where there is a pre­
sumption that particular differences between the tax return and the 
income statement will recur regularly over a comparatively long period 
of time.
2. Basic difficulties arise in connection with the accounting for income 
taxes where there are m aterial and extraordinary differences between the 
taxable income upon which they are computed and the income for the 
period determined in accordance with generally accepted accounting 
principles. For example, provisions may be made in the income statement 
for possible losses not yet realized but requiring recognition under gen­
erally accepted accounting principles, such losses, however, being deduc­
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tible for tax purposes only when they occur. On the other hand, deduc­
tions may be taken in the tax return  which are not included in the 
income statement, such as charges against an estimated liability account 
created in a prior period. Likewise, gains subject to income tax may not 
be included in the income statement, as, for instance, a gain on the sale 
of property credited to surplus. Also, credits in the income statement 
may not be includible in  taxable income, as when an unneeded past 
provision for an estimated liability is restored to income.
3. In  some cases the transactions result in gains; in others they result 
in losses or net costs. If all the effects of the transactions (including their 
effect on income tax) were reflected in the income statement the income 
would, of course, be increased where the transactions result in a gain 
and reduced where they result in a loss or net cost. But where the effects 
are not all reflected in the income statement, and that statement indicates 
only the income tax actually payable, exactly the opposite effect is pro­
duced — where the special transactions result in a gain the net income is 
reduced; and where they result in a loss, or net cost, the net income is 
increased. Such results ordinarily detract from the significance or useful­
ness of the financial statements.
4. Financial statements are based on allocations of receipts, payments, 
accruals, and various other items. Many of the allocations are necessarily 
based on assumptions, b u t no one suggests that allocations based on im­
perfect criteria should be abandoned in respect of expenses other than 
income taxes, or even that the method of allocation should always be 
indicated. Income taxes are an expense that should be allocated, when 
necessary and practicable, to income and other accounts, as other expenses 
are allocated. W hat the income statement should reflect under this head, 
as under any other head, is the expense properly allocable to the income 
included in the income statement for the year.
5. In  cases in which transactions included in the surplus statement but 
not in the income statement increase the income tax payable by an 
am ount that is substantial and is determ inable w ithout difficulty, as in 
the case of a gain credited to surplus, an allocation of income tax between 
the two statements would ordinarily be made. Objection to allocation 
in other cases, as where a loss is charged to surplus, has been made on 
the ground that the am ount shown for income taxes in the income state­
m ent would be increased beyond the am ount of the tax estimated to be 
actually payable. Further objection has been made on the ground that 
the am ount attributable to accounts other than income is not reasonably 
determinable.
6. T he committee sees no objection to an allocation which results in 
the division of a given item into two parts one of which is larger than 
the item itself and is offset by the smaller. T he argument that the effect 
of the special transactions on the am ount of tax is not identifiable is 
usually w ithout substantial merit. T he difficulties encountered in alloca­
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tion of the tax are not greater than those met with in many other alloca­
tions of expenses. T he allocation procedure recommended here does not, 
of course, contemplate a determ ination of the tax effect attributable to 
every separate transaction. In  the committee’s view, all that is necessary 
in making an allocation is to consider the effect on taxes of those special 
transactions which are not included in the income statement.
7. T he cases that are likely to call for allocation are those in which 
transactions affecting the income tax in a m anner which would have a 
distorting effect on net income are included in (a) surplus accounts, (b) 
deferred-charge accounts, or (c) estimated liability and similar accounts. 
Methods of applying the allocation principle in these instances are set 
forth below.
Methods of Applying the Allocation Principle 
Computation o f T a x  Effect
8. In  most cases, it is appropriate to consider the tax effect as the 
difference between the tax payable with and without including the item 
in the am ount of taxable income. In  certain cases the tax effect attrib ­
utable to a particular transaction for the purposes indicated above may 
be computed directly as in the case of transactions subject to the capital 
gains tax. T here may also be cases in which it will be appropriate to use 
a current over-all effective rate or, as in the case of deferred income, an 
estimated future tax rate. T he estimated rate should be based upon 
normal and surtax rates in effect during the period covered by the income 
statement with such changes therein as can be reasonably anticipated at 
the time the estimate is made.
Credits to Surplus
9. W here an item resulting in a m aterial increase in income taxes is 
credited to surplus, the portion of the provision for income taxes which 
is attributable to such item should, under the principle of allocation, be 
charged thereto. T he committee suggests, however, that the provision for 
income taxes estimated as due be shown in the income statement in 
full and that the portion thereof charged to surplus be shown on the 
income statement either (a) as a separate deduction from the actual tax 
or (b) as a separate credit, clearly described.
Charges to Surplus
10. W here an item resulting in a m aterial reduction in income taxes 
is charged to surplus, the principle of allocation may be applied in the 
income statement in either of two ways: (a) the provision for income 
taxes may be shown as if the item in question were not deductible (the 
total am ount of tax estimated to be due for the year being indicated) or
(b) a special charge representing the portion of such item equal to the
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tax reduction resulting therefrom may be separately shown. In  either 
case the am ount charged to surplus is reduced accordingly.
Deferred-Charge and Estimated Liability Accounts
11. T he principle of allocation applies also where an item resulting in 
a m aterial reduction in income taxes is charged to or carried forward in a 
deferred-charge account or charged to an estimated liability account.
12. T he deduction for tax purposes in a given year of an item which is 
carried to or remains in a deferred-charge account will involve a series 
of charges in future income statements for amortization of the deferred 
charge, and these charges will not be deductible for tax purposes. In  the 
period in which the item is taken as a deduction for tax purposes a charge 
should be made in the income statement of an am ount equal to the tax 
reduction, in the m anner set forth above with respect to charges to sur­
plus, with a corresponding credit in the deferred-charge account. T here­
after amortization of the deferred charge should be based on the am ount 
as adjusted by such tax reduction.
13. Where an item resulting in a m aterial reduction in income taxes is 
charged to an estimated liability account the principle of allocation may 
be applied in the income statement in any of three ways: (a) the current 
provision for income taxes may be shown as if the item in question were 
not deductible (the total am ount of tax estimated to be due for the year 
being indicated), or (b) a charge may be included for a portion of such 
item equal to the tax reduction resulting therefrom, or (c) the item in 
question may be charged in the income statement and a credit made in 
the income statement representing a portion of the estimated liability 
account equal to the excess of such item over the related tax reduction.
Special Treatment
14. W here the treatments recommended above are considered to be 
not practicable, the am ount of taxes estimated to be actually payable for 
the year may be shown in the income statement, provided that the per­
tinent facts, including the am ount of the increase or decrease attributable 
to other accounts, are clearly disclosed either in a footnote or in  the body 
of the income statement.
Additional Taxes and Refunds
15. Adjustments of provisions for income taxes of prior periods, as well 
as any refunds and any assessments of additional amounts, should be 
included in the income statement unless they are so m aterial as to have a 
distorting effect on net income;1  in such event they may be charged or 
credited to surplus with indication as to the period to which they relate.
1 See Chapter 8, paragraphs 11, 12, and 13.
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Carry-back of Losses and Unused Excess-profits Credits
16. W hile claims for refund of income taxes ordinarily should not be 
included in the accounts prior to approval by the taxing authorities, a 
claim based on the carry-back provisions of the Internal Revenue Code 
presumably has as definite a basis as has the com putation of income 
taxes for the year. Therefore, amounts of income taxes paid in prior 
years which are refundable to the taxpayer as the result of the carry-back 
of losses or unused excess-profits credits ordinarily should be included in 
the income statement of the year in which the loss occurs or the unused 
excess-profits credit arises. E ither of two treatments is acceptable: (a) the 
am ount of taxes estimated to be actually payable for such year may be 
shown in the income statement, with the am ount of the tax reduction 
attributable to the amounts carried back indicated either in a footnote 
or parenthetically in the body of the income statement; or (b) the income 
statement may indicate the results of operations w ithout inclusion of 
such reduction, which reduction should be shown as a final item before 
the am ount of net income for the period.
Carry-forward of Losses and Unused Excess-profits Credits
17. W here taxpayers are perm itted to carry forward losses or unused 
excess-profits credits, the committee believes that, as a practical matter, 
in the preparation of annual income statements the resulting tax reduc­
tion should be reflected in the year to which such losses or unused credits 
are carried. E ither of two treatments is acceptable: (a) the am ount of 
taxes estimated to be actually payable for such year may be shown in the 
income statement, with the am ount of the tax reduction attributable to 
the amounts carried forward indicated either in a footnote or paren­
thetically in the body of the income statement; or (b) the income state­
m ent may indicate the results of operations w ithout inclusion of such 
reduction, which reduction should be shown as a final item before the 
am ount of net income for the period. However, where it is believed that 
misleading inferences would be drawn from such inclusion, the tax reduc­
tion should be credited to surplus.
Disclosure of Certain Differences 
Between Taxable and Ordinary Income
18. If, because of differences between accounting for tax and account­
ing for financial purposes, no income tax has been paid or provided as to 
certain significant amounts credited to surplus or to income, disclosure 
should be made. However, if a tax is likely to be paid thereon, provision 
should be made on the basis of an estimate of the am ount of such tax. 
This rule applies, for instance, to profits on instalment sales or long-term 
contracts which are deferred for tax purposes, and to cases where unreal­
6 6 T H E  CPA HANDBOOK [Ch. 17
ized appreciation of securities is taken into the accounts by certain types 
of investment companies.
T wo members of the committee, Messrs. W ellington and Werntz, 
assented with qualification to adoption of section (b) of Chapter 10.
Mr. W ellington objects to paragraph 17, as he believes that the amount 
of the reduction in tax of the later year is due to the operations of the 
prior year, is in effect an adjustm ent of the net income or net loss pre­
viously reported, and, unless it is relatively not significant, should not be 
included in the income of the current year but should be credited to 
surplus. In  an income statement for several years, he would show this 
credit to surplus as an addition to the income previously reported for 
the prior year, with suitable explanation.
Mr. Werntz does not agree with some of the reasoning, particularly 
paragraph 6, and certain of the conclusions contained in this section. 
W hile he believes that in many cases a difference in treatm ent of items for 
tax and financial purposes preferably requires a specialized charge or 
credit in the income account, so that neither a double benefit nor a double 
deduction results, he believes that the charge or credit may not always be 
mandatory and should ordinarily be described in terms of the item in ­
volved rather than as taxes.
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CHAPTER 11
67
GOVERNMENT CONTRACTS
Section (a) Cost-Plus-Fixed-Fee Contracts
1. T his section deals with accounting problems arising under cost-plus- 
fixed-fee contracts, hereinafter referred to as CPFF contracts.
Summary Statement
2. Fees under CPFF contracts may be credited to income on the basis 
of such measurement of partial performance as will reflect reasonably 
assured realization. One generally acceptable basis is delivery of com­
pleted articles. T he fees may also be accrued as they are billable, under 
the terms of the agreements, unless such accrual is not reasonably related 
to the proportionate performance of the total work or services to be 
performed by the contractor from inception to completion.
3. W here CPFF contracts involve the manufacture and delivery of 
products, the reimbursable costs and fees are ordinarily included in ap­
propriate sales or other revenue accounts. W here such contracts involve 
only services, or services and the supplemental erection of facilities, only 
the fees should ordinarily be included in revenues.
4. Unbilled costs and fees under such contracts are ordinarily receiv­
ables rather than advances or inventory, but should preferably be shown 
separately from billed accounts receivable.
5. Offsetting of government advances on CPFF contracts by, or against, 
amounts due from the government on such contracts is acceptable only 
to the extent that the advances may under the terms of the agreement be 
offset in settlement, and only if that is the treatm ent anticipated in the 
norm al course of business transactions under the contract. In case of 
offset, the amounts offset should be adequately disclosed.
Discussion
6. Contracts in  the CPFF form are used (a) for the manufacture and 
delivery of various products, (b) for the construction of plants and other 
facilities, and (c) for management and other services. Under these agree­
ments contractors are reimbursed at intervals for their expenditures and 
in addition are paid a specified fixed fee. Payments on account of the 
fees (less 10% or other am ount which is withheld until completion) are 
made from time to time as specified in the agreements, usually subject to 
the approval of the contracting officer. In  most cases the am ount of each 
payment is, as a practical m atter, determined by the ratio of expenditures 
made to the total estimated expenditures rather than on the basis of
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deliveries or on the percentage of completion otherwise determined.
7. T he agreements provide that title to all m aterial applicable thereto 
vests in the government as soon as the contractor is reimbursed for his 
expenditures or, in some cases, immediately upon its receipt by the con­
tractor at his p lant even though not yet paid for. T he  contractor has a 
custodianship responsibility for these materials, bu t the government 
usually has property accountability officers at the p lant to safeguard 
government interests.
8. T he contracts are subject to cancellation and term ination by the 
government, in which event the contractor is entitled to reimbursement 
for all expenditures made and an equitable portion of the fixed fee.
9. T he government frequently makes advances of cash as a revolving 
fund or against the final payment due under the agreement.
Major Accounting Problems
10. T here are a num ber of basic accounting problems common to all 
CPFF contracts. This section deals with the four most im portant, which 
are:
When should fees under such contracts be included in the contractor’s 
income statement?
What amounts are to be included in sales or revenue accounts?
What is the proper balance-sheet classification of unbilled costs and fees? 
What is the proper balance-sheet treatment of various items, debit and credit, 
identified with CPFF contracts?
(a) W hen should fees under such contracts be included in the contractor's 
income statement?
11. It is recognized that income should be recorded and stated in 
accordance with certain accounting principles as to time and amount; 
that profit is deemed to be realized when a sale in the ordinary course of 
business is effected unless the circumstances are such that collection of 
the sales price is not reasonably assured; and that delivery of goods sold 
under contract is normally regarded as the test of realization of profit 
or loss.
12. In  the case of m anufacturing, construction, or service contracts, 
profits are not ordinarily recognized until the right to full payment has 
become unconditional, that is, when the product has been delivered and 
accepted, when the facilities are completed and accepted, or when the 
services have been fully and satisfactorily rendered. T his accounting 
procedure has stood the test of experience and should not be departed 
from except for cogent reasons.
13. I t  is, however, a generally accepted accounting procedure to accrue 
revenues under certain types of contracts and thereby recognize profits, 
on the basis of partial performance, where the circumstances are such that 
total profit can be estimated with reasonable accuracy and ultim ate
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realization is reasonably assured. Particularly where the performance 
of a contract requires a substantial period of time from inception to 
completion, there is ample precedent for pro-rata recognition of profit as 
the work progresses, if the total profit and the ratio of the performance to 
date to the complete performance can be computed reasonably and col­
lection is reasonably assured. Depending upon the circumstances, such 
partial performance may be established by deliveries, expenditures, or 
percentage of completion otherwise determined. This rule is frequently 
applied to long-term construction and other similar contracts; it is also 
applied in the case of contracts involving deliveries in instalments or 
the performance of services. However, the rule should be dealt with 
cautiously and not applied in the case of partial deliveries and uncom­
pleted contracts where the inform ation available does not clearly indicate 
that a partial profit has been realized after making provision for possible 
losses and contingencies.
14. CPFF contracts are much like the type of contracts upon which 
profit has heretofore been recognized on partial performance, and ac­
cordingly have at least as much justification for accrual of fee before 
final delivery as those cited. T he risk of loss is practically negligible, the 
total profit is fairly definite, and even on cancellation, pro-rata profit is 
still reasonably assured.
15. T he basic problem in dealing with CPFF contracts is the measure 
of partial performance, that is, whether fees thereunder should be accrued 
under the established rules as to partial deliveries or percentage of com­
pletion otherwise determined, or whether, in view of their peculiar terms 
with respect to part payments, the determ ination of amounts billable by 
continuous government audit, and the minimum of risk carried by the 
contractor, the fees should be accrued as they are billable.
16. Ordinarily it is acceptable to accrue the fees as they become bill- 
able. T he outstanding characteristic of CPFF contracts is reimbursement 
for all allowable costs, plus payment of a fixed fee for the contractor’s 
efforts. Delivery of the finished product may not have its usual legal 
significance because title passes to the government prior thereto and the 
contractor’s right to partial payment becomes unconditional in advance 
thereof; deliveries are not necessarily, under the terms of the agreement, 
evidence of the progress of the work or of the contractor’s performance. 
Amounts billable indicate reasonably assured realization, possibly subject 
to renegotiation, because of the absence of a credit problem and minimum 
risk of loss involved. T he fee appears to be earned when allowable costs 
are incurred or paid and the fee is billable. Finally, accrual on the basis 
of amounts billable is ordinarily not a departure from existing rules of 
accrual on the basis of partial performance, bu t rather a distinctive 
application of the rule for determ ining percentage of completion.
17. Judgm ent must be exercised in each case as to whether accrual of 
the fee when billable is preferable to accrual on the usual basis of delivery
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or of percentage of completion otherwise determined. W hile the ap­
proval of the government as to amounts billable would ordinarily be 
regarded as objective evidence, factors may exist which suggest an earlier 
or later accrual. Such factors include indications of substantial difference 
between estimated and final cost, as where preparatory or tooling-up costs 
were much more than estimated, raw material needs were greatly and 
unduly anticipated by advance purchases, or delays in delivery schedules 
or other circumstances suggest that costs are exceeding estimates. W hile 
such factors are normally considered by the government and billings for 
fees may be temporarily adjusted to safeguard against too early propor­
tionate payment, the contractor, in accruing income, should also consider 
them, particularly when any substantial lag exists between expenditures 
and billings and audit thereof. In such cases, the presumption may be 
that the fee will not be found to be billable when the charges are pre­
sented, and conservatism in accrual will be necessary. Excess costs may 
be indicated in some cases to such an extent that accrual of fee before 
actual production would be unwise. Where such a situation exists the 
usual rule of deliveries or percentage of completion may be a preferable 
method of accruing the fee.
18. There are further questions as to whether the fee may be accrued 
as it is billed rather than as it becomes billable and whether accrual 
should be on the basis of the full fee or the full fee less the am ount w ith­
held. As to the first question, it seems obvious that when accrual in rela­
tion to expenditures is otherwise suitable it should be on the basis of 
amounts billable, since such matters as clerical delays in assembling data 
for billing should not affect the income statement. As to the second 
question, accrual on the basis of 100% of the fee is ordinarily preferable 
since, while payment of the balance depends on complete performance, 
such completion is to be expected under ordinary circumstances. Care 
must be exercised, of course, to provide for possible nonrealization where 
there is doubt as to the collection of claimed costs or of the fee thereon.
(b) W hat amounts are to he included in sales or revenue accounts?
19. This problem is whether sales or revenue as reported in the income 
statement should include reimbursable costs and the fee, or the fee alone. 
T he answer to this question depends upon the terms of the contract and 
upon judgm ent as to which method gives the more useful information.
20. Some CPFF contracts are service contracts under which the con­
tractor acts solely in an agency capacity, whether in the erection of facili­
ties or the management of operations. These appear to call for inclusion 
in the income statement of the fee alone. In  the case of supply contracts, 
however, the contractor is more than an agent. For instance, he is respon­
sible to creditors for materials and services purchased; he is responsible 
to employees for salaries and wages; he ordinarily uses his own facilities 
in carrying out his agreement; his position in many respects is that of
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an ordinary principal. In  view of these facts, and the desirability of 
indicating the volume of his activities, it appears desirable to include 
reimbursable costs, as well as fees, in sales or revenues.
(c) W hat is the proper balance-sheet classification of unbilled costs and 
fee?
21. T he principal reason for the existence of unbilled costs at any date 
is the time usually required, after receipt of m aterial or expenditures for 
labor, et cetera, to assemble data for billing. T he right to bill usually 
exists upon expenditure or accrual, and that right unquestionably repre­
sents a receivable rather than an advance or inventory. T here is never­
theless a difference in character between billed items and unbilled costs 
and distinction should be made between them on the balance sheet.
(d) What is the proper balance-sheet treatment of various items, debit 
and credit, identified with CPFF contracts?
22. In  statements of current assets and current liabilities, amounts due 
to and from the same person are ordinarily offset where, under the law, 
they may be offset in the process of collection or payment. An advance 
received on a contract is, however, usually not offset unless it is definitely 
regarded as a payment on account of contract work in progress, in which 
event it will be shown as a deduction from the related asset. An advance 
on a CPFF contract usually is made for the purpose of providing a 
revolving fund and is not ordinarily applied as a partial payment until 
the contract is completed or nears completion. It therefore appears to be 
preferable to offset advances on CPFF contracts against receivables in 
connection with the contracts only when it is expected that the advances 
will be applied in payment of those particular charges. In  any case, 
amounts offset should be clearly disclosed.
Section (b) Renegotiation
1. This section1  deals with certain aspects of the accounting for those 
government contracts and subcontracts which are subject to renegotiation.
2. W here such contracts constitute a substantial part of the business 
done, the uncertainties resulting from the possibilities of renegotiation 
are usually such that appropriate indication of their existence should be 
given in the financial statements.
3. It is impossible to lay down general rules which can be applied satis­
factorily in all cases. Here, as elsewhere in accounting, there must be an 
exercise of judgm ent which should be based on experience and on a clear 
understanding of the objective to be attained. T h a t objective is to
1 The comments in this section are considered to be applicable also to price redeter­
mination estimated to result in retroactive price reduction.
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present the fairest possible financial statements, and at the same time 
make clear any uncertainties that lim it the significance of such statements.
4. In keeping with the established accounting principle that provision 
should be made in financial statements for all liabilities, including reason­
able estimates for liabilities not accurately determinable, provision 
should be made for probable renegotiation refunds wherever the am ount 
of such refunds can be reasonably estimated. Thus, in cases where ex­
perience of the company or of comparable companies with renegotiation 
determinations is available and would make a reasonable estimate prac­
ticable, provision in the income account for an estimated refund affecting 
the current year’s operations is called for. In  cases in which a reasonable 
estimate cannot be made, as where the effect of a new or amended re­
negotiation act cannot be foretold within reasonable limits or where a 
company is facing renegotiation for the first time and no reliable prece­
dent is available, disclosure of the inability, because of these circum­
stances, to determine renegotiation effects and of the consequent uncer­
tainties in the financial statements is necessary.
5. In  addition to any provision made in the accounts, disclosure by 
footnote or otherwise may be required as to the uncertainties, their sig­
nificance, and the basis used in determ ining the am ount of the provision, 
such as the prior years’ experience of the contractor or of similar con­
tractors if their experience is available and is used, renegotiation dis­
cussions relating to the current year, et cetera. Such disclosure may be 
helpful in informing shareholders or other interested persons as to the 
company’s status under the renegotiation law. It should also be recog­
nized that, if conditions change, the results of a prior-year determ ination 
or settlement are not, in most cases, indicative of the am ount probably 
refundable for the current year.
Treatment in Financial Statements
6. Provisions made for renegotiation refunds should be included in 
the balance sheet among the current liabilities.
7. Accounting treatm ent in the income statement should conform to 
the concept that profit is deemed to be realized when a sale in the ordi­
nary course of business is effected, unless the circumstances are such that 
collection of the sales price is not reasonably assured.2 Renegotiation re­
funds are commonly referred to as involving a refund of “excessive 
profits’’; realistically, however, renegotiation involves an adjustm ent of 
the original contract or selling price. Since a provision for renegotiation 
refund indicates that the collection, or retention, of the selling price is 
not reasonably assured, the provision should preferably be treated in the 
income statement as a deduction from sales. Because of the interrelation­
ship of renegotiation and taxes on income, the provision for such taxes 
should then be computed accordingly.
2 See Chapter 1, rule 1.
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8. T he  am ount refundable is, however, generally a net amount, that is, 
allowance is made for any taxes on income which may have been paid or 
assessed thereon. Therefore, as an alternative to the presentation indi­
cated in the preceding paragraph, the provision for renegotiation refund 
may be shown as a charge in the income statement, separately from the 
provision for taxes on income, or in combination therewith.
Renegotiation Refunds for Prior Years
9. A further question arises where a renegotiation refund applicable 
to a particular year is made in an am ount materially different from the 
provision made in the financial statements originally issued for such year. 
T he committee recommends that the difference between the renegotiation 
refund and the provision therefor be shown as a separate item in the 
current income statement, unless such inclusion would result in a dis­
tortion of the current net income, in which event the adjustm ent should 
be treated as an adjustm ent of earned surplus.3 W here an adjustm ent of 
earned surplus is made there should be appropriate disclosure of the 
effect of the adjustm ent on the prior year’s net income. T he committee 
believes that a m ajor retroactive adjustm ent of the provision made for a 
renegotiation refund can often best be disclosed by presenting a revised 
income statement for the prior year, either in comparative form in con­
junction with the current year’s financial statements4 or otherwise, and 
it urges that this procedure be followed.
Section (c) Terminated War and Defense Contracts
1. This section deals with problems involved in accounting for fixed- 
price war and defense supply contracts terminated, in  whole or in part, 
for the convenience of the government. It does not deal specifically with 
term inated cost-plus-fixed-fee contracts nor with contracts for facilities or 
services. However, the conclusions reached herein may serve as guides 
for the accounting applicable to such special contracts. Term inations 
for default of the contractor involve problems of a different nature and 
are not considered here.
2. Except where the text clearly indicates otherwise, the term contractor 
is used to denote either a prime contractor or a subcontractor, and the 
term contract to denote either a prime contract or a subcontract.
Summary Statement
3. T he profit of a contractor on a fixed-price supply contract term i­
nated for the convenience of the government accrues as of the effective 
date of termination. 
3 See Chapter 8, paragraphs 11,12 and 13,
4See Chapter 2(a).
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4. Those parts of the term ination claim which are reasonably deter­
minable should be included in financial statements after termination; 
when the total of the undeterm inable elements is believed to be mate­
rial, full disclosure of the essential facts should be made, by footnote or 
otherwise.
5. Under ordinary circumstances the term ination claim should be 
classified as a current asset and unless the am ount is relatively small 
should be separately disclosed.
6. Advances received on the contract before its term ination may be 
shown in financial statements after term ination as a deduction from the 
claim receivable and should be appropriately explained. Loans nego­
tiated on the security of the term ination claim, however, should be shown 
as current liabilities.
7. All of the contractor’s own cost and profit elements included in the 
term ination claim are preferably accounted for as a sale and if material 
in am ount should be separately disclosed. T he costs and expenses charge­
able to the claim may then be given their usual classification in the 
accounts.
8. W hen inventory items whose costs are included in the term ination 
claim are subsequently reacquired by the contractor the reacquisition 
value of those items should be recorded as a purchase and applied, to­
gether with other disposal credits, against the term ination claim receiv­
able.
9. So called no-cost settlements — those in which the contractor waives 
the right to make a claim — result in no transaction which could be re­
flected in sales. T he costs applicable to the contract may be given their 
usual classification in the accounts; the inventory retained should not be 
treated as a purchase but should be accounted for according to the usual 
methods and standards applicable to inventories.
Discussion
10. Term ination of war and defense contracts for the convenience of 
the government is a means of adjusting the production of materials to 
the varying requirem ents of the military services. Since terminations 
transfer active contracts in process of execution into claims in process 
of liquidation, they, like contract renegotiations and cost-plus-fixed-fee 
contracts, may have im portant effects on the financial statements of de­
fense contractors.
When Profit Accrues
11. An im portant problem involved in accounting for the effect of 
terminations is that of determ ining the time at which profit earned on 
the contract should be recognized. This problem is similar to that de­
scribed in other sections of this chapter on renegotiation and cost-plus- 
fixed-fee contracts in that it involves accrual at a specific date of an 
element of profit whose original measurement may be difficult and will
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require informed judgment, and whose final am ount may not be deter­
mined until some future period.
12. T hree dates have been mentioned as dates for the determ ination of 
profit from term inated contracts: (a) the effective date of term ination; (b) 
the date of final settlement; and (c) some interm ediate date, such as that 
on which the claim is finally prepared or filed. T he effective date of 
term ination is the date at which the contractor acquires the right to re­
ceive payment on the term inated portion of the contract. This date is 
also, of the three, the one most objectively determined.
13. Under the accrual basis of accounting, recognition is given to 
revenues and expenses, to the fullest extent possible, in the period to 
which they relate. Profit on a contract of sale is ordinarily taken into 
account upon delivery or performance. However, as stated in section (a) 
of this chapter it is a generally accepted accounting procedure to accrue 
revenues under certain types of contracts, and thereby recognize profits, 
on the basis of partial performance where the circumstances are such that 
total profit can be estimated with reasonable accuracy and ultim ate 
realization is reasonably assured. Thus, the accrual of profit under a cost- 
plus-fixed-fee contract is recognized as the fee becomes billable rather 
than when it is actually billed. Upon term ination of a contract the 
contractor acquires a claim for fair compensation; the government re­
serves the option of acquiring any of the inventories for which the con­
tractor makes claim under the term inated contract. Except to effect 
settlements and to protect and dispose of property, the expenses of which 
are reimbursable, the contractor need perform no further service under a 
term inated contract in order to enforce his claim. It follows that any 
profit arising out of such a contract accrues at the effective date of termi­
nation and, if the am ount can be reasonably ascertained, should be re­
corded at that time.
Determination of Claim
14. Practical application of the accrual principle to the accounting 
for term inated war and defense contracts rests upon the possibility of 
making a reasonable estimate of the am ount of the term ination claim 
before its final determ ination by settlement. This involves two principal 
considerations: (1) whether the costs of the contractor can be determined 
with reasonable accuracy and (2) whether the am ount of profit to be 
realized can be estimated closely enough to justify inclusion in the 
accounts.
15. T he various acts and regulations, including a statement of p rin­
ciples for determ ining costs and certain term ination cost memoranda, 
describe in general terms the costs and expenses which are to be taken 
into account in arriving at fair compensation, as well as certain costs 
which are not allowable, and establish uniform term ination policies and 
procedures.
16. W hile the total claim, and particular ly the profit allowance, is
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subject to negotiation, the term ination articles provide for a formula 
settlement allowing definite percentages of profit based on costs in the 
event of the failure of negotiations. This in effect fixes a m inim um  ex­
pectation of profit allowance since the formula percentages have also 
been recognized by regulation as a basis of negotiating settlement in the 
event of failure by the parties to agree on any other basis. T he same 
regulations give other guides for estimating a fair profit allowance, 
which in some cases may be greater than the am ount computed by the 
formula percentages. W hen the contractor, because of lack of prior ne­
gotiation experience or uncertainty as to the application of the principles 
of these regulations to a particular case, is unable to determine a more 
appropriate profit allowance, he may accrue the m inimum am ount 
determined by the formula percentages.
17. T he profit to be included in the accounts of the contractor upon 
term ination is the difference between (a) the am ount of his recorded 
claim and (b) the total of the inventory, deferred and capitalized items, 
and other costs applicable to the term inated contract as they are cur­
rently included in his accounts. This profit may exceed the am ount 
specified as profit in the claim because costs applicable to the term inated 
portion of the contract may be allowable in the claim even though they 
may have been properly written off as incurred in prior periods.
18. In  some cases it will be impossible to make a reasonable estimate 
of a term ination claim in time for inclusion in the financial statements 
of the period in which the term ination occurs. Effect may then be given 
in the statements to those parts of the term ination claim which are de­
term inable with reasonable certainty and disclosure made, by footnote 
or otherwise, of the status of the remainder.
19. W hen the contractor’s claim includes items of known controversial 
nature it should be stated at the am ount estimated to be collectible. 
W hen a particular term ination claim or part thereof is so uncertain in 
am ount that it cannot be reasonably estimated, it is preferable not to give 
effect to that part of the claim in the financial statements; bu t if the total 
of such undeterm inable elements is material, the circumstances should be 
disclosed in statements issued before the removal of the uncertainty. In 
an extreme case involving undeterm inable claims, consideration should 
be given to delaying the issuance of financial statements un til necessary 
data are available.
Presentation in Financial Statements
20. Term ination has the effect of converting an active contract in 
process into a claim, or, from an accounting standpoint, from inventories 
and other charges into an account receivable. This receivable arises in 
the regular course of business; it is part of the working capital; and in 
view of the provisions made for financial assistance to the contractor
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during the period of termination, collection in large part may be expected 
within a relatively short time. T he term ination claim should therefore 
be classified as a current asset, unless there is an indication of extended 
delay, such as serious disagreement pointing to probable litigation, which 
would exclude it from this classification.
21. Although a claim may be composed of several elements represent­
ing reimbursable items of special equipment, deferred charges, inven­
tories, and other items, as well as claims for profit, it is preferable to 
record the claim in one account. W hen the total of term ination claims 
is m aterial it should be disclosed separately from other receivables. It 
is also desirable to segregate claims directly against the government from 
claims against other contractors where the amounts are significant.
22. T o  assure adequate financial assistance to contractors, the acts 
provide in some cases for partial payments and in others for such pay­
ments or guaranteed loans from the effective date of term ination until 
final settlement. Partial payments are, of course, to be recorded as reduc­
tions of the term ination claim receivable. Term ination loans, on the 
other hand, are definite liabilities to third parties, even though guaran­
teed in whole or in part by the government, and accordingly should be 
shown in the balance sheet as liabilities, with appropriate cross-reference 
to the related claim or claims. W hen a term inated contract is one on 
which advance payments had previously been received, the financial state­
ments of the contractor issued before final collection of the claim ordi­
narily should reflect any balance of those advances disclosed as deductions 
from the claim receivable.1 Financial statements issued before the term i­
nation claim is recorded should disclose, by footnote or otherwise, the 
relationship of such liabilities to a possible term ination claim receivable.
23. Ordinarily, a term ination will result in the cessation of a con­
tractor’s activity through which materials or services have been supplied 
under the contract and of the related transactions which have been re­
flected in the contractor’s income accounts as sales and cost elements. 
In  effect, term ination policies and procedures provide a basis upon which 
the contractor’s costs in process may become the elements of a final sale 
under the term inated portion of the contract. Accordingly, the am ount 
of the contractor’s term ination claim representing his cost and profit 
elements should be treated as a sale and the costs and expenses chargeable 
to the claim given their usual classification in the income statement. 
Because these term ination sales are of a special type, their financial 
results should not be appraised in the same m anner as are those of regular 
sales and they should, if material in amount, be separately disclosed in 
the income statement. Any items which the contractor chooses to retain 
without claim for cost or loss are, of course, not sold but remain as in ­
ventory or deferred charges in the contractor’s accounts.
1 See Chapter 11(a), paragraph 22.
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Claims of Subcontractors
24. T he term subcontractor’s claims as used in connection with termi­
nated contracts refers to those obligations of a contractor to a sub­
contractor which arise from the subcontractor’s costs incurred through 
transactions which were related to the contract term inated bu t did not 
result in the transfer of billable materials or services to the contractor 
before termination. O ther obligations of a contractor to a subcontractor, 
arising through transactions by which materials or services of the sub­
contractor are furnished or supplied to the contractor, are considered to 
be liabilities incurred in the ordinary course of business and are not 
included in the term claims of subcontractors.
25. T he term ination articles provide that, following the term ination 
of a contract, the contractor shall settle, with the approval or ratification 
of the contracting officer when necessary, all claims of subcontractors 
arising out of the termination; and that the contractor shall be paid, as 
part of his settlement, the cost of settling and paying claims arising out 
of the stoppage of work under subcontracts affected by the termination. 
While a contractor ordinarily is liable to his subcontractors or suppliers 
for such obligations, the amounts due them are an element in his termi­
nation claim and often are not paid to them until after his claim has been 
settled. He often has no control over the filing of subcontractors’ claims 
and may not know their am ount until some time after the term ination 
date or even until some time after he has filed and received payment 
for his own claim.
26. T he possibility that a contractor may suffer loss through failure 
to recover the am ount of his liability on subcontractors’ claims arises 
principally from overcommitments, errors in ordering, and similar causes. 
Provision should be made in his accounts for losses of this character 
which are known or believed to be probable.
27. Although the principle that liabilities may not be offset against 
assets in the financial statements is generally approved by accountants, 
there is no general agreement as to the accounting treatm ent to be ac­
corded subcontractors’ claims which are expected to be fully recoverable. 
T o  the extent that a subcontractor’s claim is considered to be unrecover­
able no difference of opinion exists; the liability should be recorded 
and provision made for any contemplated loss. T he difference of opinion 
relates to those subcontractors’ claims which are deemed to be fully 
recoverable.
28. Some accountants believe that the effect of the various acts and 
regulations is to establish a relationship between the claims of subcon­
tractors and the resulting right of the contractor under his own termi­
nation claim which differs from an ordinary commercial relationship 
and justifies their omission from the accounts. Recoverable subcontrac­
tors’ claims are thus said to be in the nature of contingent liabilities, 
which are customarily omitted from the accounts except where a loss is
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expected. Contingent liabilities may be disclosed in the financial state­
ments w ithout recording them as assets and liabilities, and even when 
they are recorded it is customary accounting practice to show them on the 
balance sheet as deductions from the related contingent assets so that no 
effect upon financial ratios and relationships results.
29. O ther accountants believe that the nature of an obligation to a 
subcontractor is that of an ordinary liability, even though it may arise 
through the term ination of a war or defense contract, and that the con­
tractor’s term ination claim receivable, although related to the subcon­
tractor’s claim, is to be accounted for independently as an asset. This 
group believes that all subcontractors’ claims, to the extent that they are 
reasonably ascertainable, should be recorded in the accounts and displayed 
in the contractor’s balance sheet as current liabilities, and that the 
amounts recoverable by the contractor should be included in his termi­
nation claim receivable. T o the extent that the amounts of subcon­
tractors’ claims are not reasonably determinable, disclosure by footnote 
or otherwise in the financial statements is believed to be adequate.
30. Because of the merits and prevalence of these alternative views, the 
committee expresses no preference for either treatm ent and considers 
either to be acceptable.
Disposal Credits
31. Disposal credits are amounts deducted from the contractor’s termi­
nation claim receivable by reason of his retention, or sale to outsiders, of 
some or all of the term ination inventory for which claim was made. In 
the case of items retained, either as scrap or for use by the contractor, 
the am ount of the credit is determined by agreement between the con­
tractor and a representative of the government. T he sale of inventory 
items by the contractor is likewise subject to approval by the government, 
except as perm itted by regulation. Since the am ount of the contractor’s 
term ination claim, as already indicated, is properly recorded as a sale, 
any elements included in that claim for items of inventory retained by 
the contractor are, in effect, reacquired by him and should be treated as 
purchases at the agreed value. Amounts received for items sold to others 
with the approval of the government are collections for the account of 
the government and should be applied in reduction of the claim receiv­
able. Obviously inventories or other items that are retained by the con­
tractor after term ination w ithout claim for loss should not be included 
as an element of the term ination claim.
No-Cost Settlements
32. A contractor whose contract is terminated may prefer to retain the 
term ination inventory for use in other production or for disposal at 
his own risk. For these or other reasons the contractor may prefer to 
make no claim against the government or a higher-tier contractor. In
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the case of such no-cost settlements there is no sale of inventory or other 
items to the government and therefore no occasion to accrue any profit 
arising out of the termination. T he costs otherwise applicable to the 
contract should be given their usual treatm ent in the accounts. Items 
of inventory or other property retained, having been previously re­
corded, will, of course, require no charge to purchases but should be 
treated in accordance with the usual procedures applicable to such assets.
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FOREIGN OPERATIONS AND FOREIGN EXCHANGE
1. T he recommendations made in this chapter apply to U nited States 
companies which have branches or subsidiaries operating in foreign 
countries.
2. Since W orld W ar I foreign operations have been influenced to a 
marked degree by wars, departures from the gold standard, devaluations 
of currencies, currency restrictions, government regulations, et cetera.
3. Although comparatively few countries in recent years have had 
unrestricted currencies and exchanges, it is nevertheless true that many 
companies have been doing business in foreign countries having varying 
degrees of restrictions; in some cases they have been carrying on all 
operations regarded as normal, including the transmission of funds. In  
view of the difficulties mentioned above, however, the accounting treat­
ment of assets, liabilities, losses and gains involved in the conduct of 
foreign business and to be included or reflected in the financial statements 
of U nited States companies requires careful consideration.
4. A sound procedure for United States companies to follow is to show 
earnings from foreign operations in their own accounts only to the ex­
tent that funds have been received in the U nited States or unrestricted 
funds are available for transmission thereto. Appropriate provision should 
be made also for known losses.
5. Any foreign earnings reported beyond the amounts received in the 
U nited States should be carefully considered in the light of all the 
facts. T he amounts should be disclosed if they are significant, and they 
should be reserved against to the extent that their realization in dollars 
appears to be doubtful.
6. As to assets held abroad, the accounting should take into considera­
tion the fact that most foreign assets stand in some degree of jeopardy, 
so far as ultim ate realization by United States owners is concerned. Under 
these conditions it is im portant that especial care be taken in each case 
to make full disclosure in the financial statements of U nited States com­
panies of the extent to which they include significant foreign items.
7. W here more than one foreign exchange rate is in effect, care should 
be exercised to select the one most clearly realistic and appropriate in 
the circumstances.
Consolidation of Foreign Subsidiaries
8. In  view of the uncertain values and availability of the assets and 
net income of foreign subsidiaries subject to controls and exchange re­
strictions and the consequent unrealistic statements of income that may 
result from the translation of many foreign currencies into dollars, care­
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ful consideration should be given to the fundamental question of whether 
it is proper to consolidate the statements of foreign subsidiaries with the 
statements of United States companies. W hether consolidation of foreign 
subsidiaries is decided upon or not, adequate disclosure of foreign 
operations should be made.
9. T he following are among the possible ways of providing information 
relating to such foreign subsidiaries:
a. To exclude foreign subsidiaries from consolidation and to furnish (1) state­
ments in which only domestic subsidiaries are consolidated and (2) as to 
foreign subsidiaries, a summary in suitable form of their assets and liabilities, 
their income and losses for the year, and the parent company’s equity therein. 
The total amount of investments in foreign subsidiaries should be shown 
separately, and the basis on which the amount was arrived at should be 
stated. If these investments include any surplus of foreign subsidiaries and 
such surplus had previously been included in consolidated surplus, the 
amount should be separately shown or earmarked in stating the consoli­
dated surplus in the statements here suggested. The exclusion of foreign 
subsidiaries from consolidation does not make it acceptable practice to 
include intercompany profits which would be eliminated if such subsidiaries 
were consolidated.
b. To consolidate domestic and foreign subsidiaries and to furnish in addition 
the summary described in (a) (2) above.
c. To furnish (1) complete consolidated statements and also (2) consolidated 
statements for domestic companies only.
d. To consolidate domestic and foreign subsidiaries and to furnish in addition 
parent company statements showing the investment in and income from 
foreign subsidiaries separately from those of domestic subsidiaries.
Losses and Gains on Foreign Exchange
10. Realized losses or gains on foreign exchange should be charged 
against or credited to operations.
11. Provision should be made, ordinarily by a charge against operations, 
for declines in translation value of foreign net current and working assets 
(unrealized losses). Unrealized gains should preferably be carried to a 
suspense account, except to the extent that they offset prior provisions 
for unrealized losses, in which case they may be credited to the account 
previously charged.
Translation of Assets, Liabilities, Losses and Gains
Balance Sheet
12. Fixed assets, perm anent investments and long-term receivables 
should be translated into dollars at the rates prevailing when such assets 
were acquired or constructed. W hen large items are purchased for United 
States dollars (or from the proceeds of sale of such dollars), the United 
States dollar cost will, of course, be used. If, however, the purchase is 
made in some foreign currency (obtained from earnings or borrowings), 
then the cost of the assets should be the equivalent of the am ount of
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foreign currency in U nited States dollars, at the rate of exchange pre­
vailing at the time payment is made. An exception to the foregoing 
general principle m ight be made where fixed assets, perm anent invest­
ments or long-term receivables were acquired shortly before a substantial 
and presumably perm anent change in the exchange rate with funds ob­
tained in the country concerned, in which case it may be appropriate 
to restate the dollar equivalents of such assets to the extent of the change 
in the related debt.
13. In  consolidating or combining the accounts, depreciation should 
be computed on the am ount of fixed assets as expressed in U nited States 
dollars, even though for purposes of local taxation it may be impossible 
to show the foreign currency equivalent of the full am ount of depre­
ciation on the foreign statements.
14. Cash, accounts receivable, and other current assets, unless covered 
by forward exchange contracts, should be translated at the rate of ex­
change prevailing on the date of the balance sheet.
15. Inventory should follow the standard rule of cost or market, which­
ever is lower in dollars. W here accounts are to be stated in which the 
question of foreign exchange enters and the inventory is not translated 
at the rate of exchange prevailing on the date of the balance sheet, as is 
usually done with current assets, the burden of proof is on those who 
wish to follow some other procedure.
16. T here are, however, undoubtedly many cases where the cost or a 
portion of the cost of an article was incurred when the foreign currency 
was at a substantially higher rate of exchange than existed on the closing 
day of the financial period. In  many cases such an asset could not be 
replaced for the am ount in foreign currency at which it appears in the 
records of the branch or subsidiary company. In  some cases the replace­
ment price in foreign currency would undoubtedly have increased since 
the fall in exchange, and it would be inequitable to treat the lower of 
cost or market as a mere translation at the closing rate of the foreign 
currency cost price, where the article could now be replaced only at a 
much higher am ount in foreign currency. W here the selling price ob­
tainable in dollars, after deducting a reasonable percentage to cover 
selling and other local expenses, exceeds the cost of the article in dollars 
at the rate prevailing as of the date of purchase, such original dollar 
equivalent may be considered as the cost for purposes of inventory.
17. Current liabilities payable in foreign currency should be translated 
into dollars at the rate of exchange in force on the date of the balance 
sheet.
18. Long-term liabilities and capital stock stated in foreign currency 
should not be translated at the closing rate, bu t at the rates of exchange 
prevailing when they were originally incurred or issued. This is a 
general rule, bu t an exception may exist in respect to long-term debt 
incurred or capital stock issued in connection with the acquisition of
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fixed assets, perm anent investments, or long-term receivables a short time 
before a substantial and presumably perm anent change in the exchange 
rate. In such instances it may be appropriate to state the long-term debt 
or the capital stock at the new rate and proper to deal with the exchange 
differences as an adjustm ent of the cost of the assets acquired.
Profit and Loss Statement
19. T he operating statements of foreign branches or subsidiaries, or 
of domestic corporations conducting their business in foreign currencies 
(buying, selling, and manufacturing), should preferably, where there 
have been wide fluctuations in exchange, be translated at the average rate 
of exchange applicable to each m onth or, if this procedure would involve 
too much labor, on the basis of a carefully weighted average.
20. W here a major change in an exchange rate takes place during a 
fiscal year, there may be situations in which more realistic results will be 
obtained if income computed in foreign currencies is translated for the 
entire fiscal year at the new rates in effect after such major fluctuation. 
This procedure would have the practical advantage of making unneces­
sary a cutoff at the date of the change in the exchange rate. W here divi­
dends have been paid prior to a m ajor change in the exchange rate, out 
of earnings of the current fiscal year, that portion of the income for the 
year should be considered as having been earned at the rate at which 
such dividend was paid irrespective of the rates used in translating the 
remainder of the earnings.
21. W hile the possibility of losses from currency devaluation may ordi­
narily be considered to be a risk inherent in the conduct of business in 
foreign countries, the world-wide scope and unprecedented magnitude of 
devaluations that have occurred in recent years are such that they cannot 
be regarded as recurrent hazards of business. Accordingly, exchange ad­
justments arising from such extraordinary developments, if so material 
in am ount that their inclusion in the income statement would im pair 
the significance of net income to an extent that misleading inferences 
might be drawn therefrom, appear to be of such nature that they might 
appropriately be charged to surplus.
22. T he foregoing is no more than a brief resume of the generally 
accepted principles pertaining to the treatm ent of foreign exchange as 
applied to the statements of accounts of American corporations. T he 
practical problems which arise in their application should receive careful 
consideration in each case.
Two members of the committee, Messrs. L indquist and Mason, 
assented with qualification to adoption of Chapter 12.
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Mr. Lindquist believes that the accounting indicated in paragraph 11 
for unrealized losses and gains arising from exchange fluctuations should 
be consistent for losses and gains to the extent that they result from 
normal temporary fluctuations in exchange rates.
Mr. Mason does not approve the inconsistent treatm ent of unrealized 
losses and unrealized gains from exchange fluctuations. He would prefer 
to defer them both. He also believes that long-term receivables and long­
term liabilities should be translated at current rates.
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COMPENSATION
Section (a) Pension Plans — Annuity Costs Based on Past Service
1. This section deals with the accounting treatm ent of costs arising 
out of past service which are incurred under pension plans involving 
payments to outside agencies such as insurance companies and trustees. 
Self-administered and informal plans which do not require payments to 
outside agencies are not dealt with because of their special features and 
lack of uniformity. T he principles set forth herein, however, are gener­
ally applicable to those plans as well.
2. Charges with respect to pension costs based on past service have 
sometimes been made to surplus on the ground that such payments are 
indirectly compensation for services and that since the services upon 
which com putation of the payments is based were performed in the past, 
the compensation should not be perm itted to affect any period or periods 
other than those in which the services involved were performed. In 
other cases all annuity costs based on past service have been charged to 
income in the period of the p lan’s inauguration as a current cost of 
originating the plan. In  still other cases the position has been taken that 
a pension plan cannot bring the hoped-for benefits in the future unless 
past as well as future services are given recognition and, accordingly, 
annuity costs based on past service have been spread over a period of 
present and future years. T he last method is the one perm itted under 
provisions of the Internal Revenue Code.1
3. T he committee believes that, even though the calculation is based 
on past service, costs of annuities based on such service are incurred in 
contem plation of present and future services, not necessarily of the in­
dividual affected bu t of the organization as a whole, and therefore should 
be charged to the present and future periods benefited. This belief is 
based on the assumption that although the benefits to a company fl owing 
from pension plans are intangible, they are nevertheless real. T he ele­
ment of past service is one of the im portant considerations in establishing 
pension plans, and annuity costs measured by such past service contribute 
to the benefits gained by the adoption of a plan. It is usually expected 
that such benefits will include better employee morale, the removal of 
superannuated employees from the payroll, and the attraction and re­
tention of more desirable personnel, all of which should result in im­
proved operations.
See IRC Sec. 23(p)(l)(A).
Ch. 17] APPENDIX A 87
4. T he committee, accordingly, is of the opinion that:
a. Costs of annuities based on past service should be allocated to current 
and future periods; however, if they are not sufficiently material in amount 
to distort the results of operations in a single period, they may be absorbed 
in the current year;
b. Costs of annuities based on past service should not be charged to surplus.
5. This opinion is not to be interpreted as requiring that charges be 
made to income rather than to reserves previously provided, or that 
recognition be given in the accounts of current or future periods to 
pension costs written off prior to the issuance of an opinion on this 
subject.
Section (b) Compensation Involved in Stock Option 
and Stock Purchase Plans
1. T he practice of granting to officers and other employees options 
to purchase or rights to subscribe for shares of a corporation’s capital 
stock has been followed by a considerable num ber of corporations over 
a period of many years. T o  the extent that such options and rights in­
volve a measurable am ount of compensation, this cost of services received 
should be accounted for as such. T he am ount of compensation involved 
may be substantial and omission of such costs from the corporation’s 
accounting may result in overstatement of net income to a significant 
degree. Accordingly, consideration is given herein to the accounting 
treatm ent of compensation represented by stock options or purchase 
rights granted to officers and other employees.1
2. For convenience, this section will discuss primarily the problems of 
compensation raised by stock option plans. However, the committee 
feels that substantially the same problems may be encountered in con­
nection with stock purchase plans made available to employees, and the 
discussion below is applicable to such plans also.
1 Bulletin 37, “Accounting for Compensation in the Form of Stock Options,” was 
issued in November 1948. Issuance of a revised bulletin in 1953 and its expansion to 
include stock purchase plans were prompted by the very considerable increase in the 
use of certain types of option and purchase plans following the enactment in 1950 
of Section 130A of the Internal Revenue Code. This section granted specialized tax 
treatment to employee stock options if certain requirements were met as to the terms 
of the option, as to the circumstances under which the option was granted and could 
be exercised and as to the holding and disposal of the stock acquired thereunder. In 
general, the effect of Section 130A is to eliminate or minimize the amount of income 
taxable to the employee as compensation and to deny to the issuing corporation any 
tax deduction in respect of such restricted options. In 1951 the Federal Salary Stabiliza­
tion Board issued rules and regulations relating to stock options and purchase rights 
granted to employees whereby options generally comparable in nature to the restricted 
stock options specified in Section 130A might be considered for its purposes not to 
involve compensation, or to involve compensation only in limited amounts.
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Rights Involving Compensation
3. Stock options involving an element of compensation usually arise 
out of an offer or agreement by an employer corporation to issue shares 
of its capital stock to one or more officers or other employees (hereinafter 
referred to as grantees) at a stated price. T he grantees are accorded the 
right to require issuance of the shares either at a specified time or during 
some determinable period. In  some cases the grantee’s options are 
exercisable only if at the time of exercise certain conditions exist, such 
as that the grantee is then or until a specified date has been an employee. 
In  other cases, the grantees may have undertaken certain obligations, 
such as to remain in the employment of the corporation for at least a 
specified period, or to take the shares only for investment purposes and 
not for resale.
Rights Not Involving Compensation
4. Stock option plans in many cases may be intended not primarily 
as a special form of compensation bu t rather as an im portant means of 
raising capital, or as an inducement to obtain greater or more widespread 
ownership of the corporation’s stock among its officers and other em­
ployees. In  general, the terms under which such options are granted, 
including any conditions as to exercise of the options or disposal of the 
stock acquired, are the most significant evidence ordinarily available as 
to the nature and purpose of a particular stock option or stock option 
plan. In  practice, it is often apparent that a particular option or plan 
involves elements of two or more of the above purposes. W here the in ­
ducements are not larger per share than would reasonably be required 
in an offer of shares to all shareholders for the purpose of raising an 
equivalent am ount of capital, no compensation need be presumed to be 
involved.
5. Stock purchase plans also are frequently an integral part of a 
corporation’s program to secure equity capital or to obtain widespread 
ownership among employees, or both. In  such cases, no element of com­
pensation need be considered to be present if the purchase price is not 
lower than is reasonably required to interest employees generally or to 
secure the contemplated funds.
Time of Measurement of Compensation
6. In  the case of stock options involving compensation, the principal 
problem is the measurement of the compensation. This problem involves 
selection of the date as of which measurement of any element of com­
pensation is to be made and the m anner of measurement. T he date as 
of which measurement is made is of critical importance since the fair 
value of the shares under option may vary materially in the often ex­
tended period during which the option is outstanding. There may be at
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least six dates to be considered for this purpose; (a) the date of the 
adoption of an option plan, (b) the date on which an option is granted 
to a specific individual, (c) the date on which the grantee has performed 
any conditions precedent to exercise of the option, (d) the date on which 
the grantee may first exercise the option, (e) the date on which the 
option is exercised by the grantee, and (f) the date on which the grantee 
disposes of the stock acquired.
7. Of the six dates mentioned two are not relevant to the question 
considered in this bulletin — cost to the corporation which is granting 
the option. T he date of adoption of an option plan clearly has no 
relevance, inasmuch as the plan per se constitutes no more than a pro­
posed course of action which is ineffective until options are granted 
thereunder. T he date on which a grantee disposes of the shares acquired 
under an option is equally immaterial since this date will depend on the 
desires of the individual as a shareholder and bears no necessary relation 
to the services performed.2
8. T he date on which the option is exercised has been advocated as 
the date on which a cost may be said to have been incurred. Use of this 
date is supported by the argument that only then will it be known 
whether or not the option will be exercised. However, beginning with 
the time at which the grantee may first exercise the option he is in effect 
speculating for his own account. His delay has no discernible relation 
to his status as an employee but reflects only his judgm ent as an investor.
9. T he date on which the grantee may first exercise the option will 
generally coincide with, bu t in some cases may follow, the date on which 
the grantee will have performed any conditions precedent to exercise 
of the option. Accordingly this date presents no special problems differ­
ing from those to be discussed in the next paragraph.
10. T here remain to be considered the date on which an option is 
granted to a specific individual and the date on which the grantee has 
fulfilled any conditions precedent to exercise of the option. W hen com­
pensation is paid in a form other than cash the amount of compensation 
is ordinarily determined by the fair value of the property which was 
agreed to be given in exchange for the services to be rendered. T he time 
at which such fair value is to be determined may be subject to some 
difference of opinion bu t it appears that the date on which an option is 
granted to a specific individual would be the appropriate point at which 
to evaluate the cost to the employer, since it was the value at that date 
which the employer may be presumed to have had in mind. In most of 
the cases under discussion, moreover, the only im portant contingency 
involved is the continuance of the grantee in the employment of the 
corporation, a m atter very largely within the control of the grantee and
2 This is the date on which income or gain taxable to the grantee may arise under 
Section 130A. Use of this date for tax purposes is doubtless based on considerations 
as to the ability of the optionee to pay taxes prior to sale of the shares.
90 T H E  CPA HANDBOOK [Ch. 17
usually the main objective of the grantor. Under such circumstances it 
may be assumed that if the stock option were granted as a part of an 
employment contract, both parties had in mind a valuation of the option 
at the date of the contract; and accordingly, value at that date should 
be used as the am ount to be accounted for as compensation. If the option 
were granted as a form of supplementary compensation otherwise than 
as an integral part of an employment contract, the grantor is nevertheless 
governed in determ ining the option price and the num ber of shares by 
conditions then existing. It follows that it is the value of the option at 
that time, rather than the grantee’s ultim ate gain or loss on the trans­
action, which for accounting purposes constitutes whatever compensation 
the grantor intends to pay. T he committee therefore concludes that in 
most cases, including situations where the right to exercise is conditional 
upon continued employment, valuation should be made of the option 
as of the date of grant.
11. T he date of grant also represents the date on which the corporation 
foregoes the principal alternative use of the shares which it places subject 
to option, that is, the sale of such shares at the then prevailing market 
price. Viewed in this light, the cost of utilizing the shares for purposes 
of the option plan can best be measured in relation to what could then 
have been obtained through sale of such shares in the open market. 
However, the fact that the grantor might, as events turned out, have ob­
tained at some later date either more or less for the shares in question 
than at the date of the grant does not bear upon the measurement of the 
compensation which can be said to have been in contemplation of the 
parties at the date the option was granted.
Manner of Measurement
12. Freely exercisable option rights, even at prices above the current 
market price of the shares, have been traded in the public markets for 
many years, bu t there is no such objective means for measuring the value 
of an option which is not transferable and is subject to such other re­
strictions as are usually present in options of the nature here under dis­
cussion. A lthough there is, from the standpoint of the grantee, a value 
inherent in a restricted future right to purchase shares at a price at or 
even above the fair value of shares at the grant date, the committee 
believes it is impracticable to measure any such value. As to the grantee 
any positive element may, for practical purposes, be deemed to be 
largely or wholly offset by the negative effect of the restrictions ordinarily 
present in options of the type under discussion. From the viewpoint of 
the grantor corporation no measureable cost can be said to have been 
incurred because it could not at the grant date have realized more than 
the fair value of the optioned shares, the concept of fair value as here 
used encompassing the possibility and prospect of future developments. 
On the other hand, it follows in the opinion of the committee that the
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value to the grantee and the related cost to the corporation of a restricted 
right to purchase shares at a price below the fair value of the shares at the 
grant date may for the purposes here under discussion be taken as the 
excess of the then fair value of the shares over the option price.
13. W hile m arket quotations of shares are an im portant and often a 
principal factor in determ ining the fair value of shares, market quota­
tions at a given date are not necessarily conclusive evidence.3 W here sig­
nificant market quotations cannot be obtained, other recognized methods 
of valuation have to be used. Furthermore, in determ ining the fair value 
of shares for the purpose of measuring the cost incurred by a corporation 
in the issuance of an option, it is appropriate to take into consideration 
such modifying factors as the range of quotations over a reasonable 
period and the fact that the corporation by selling shares pursuant to an 
option may avoid some or all of the expenses otherwise incurred in a 
sale of shares. T he absence of a ready market, as in the case of shares of 
closely-held corporations, should also be taken into account and may 
require the use of other means of arriving at fair value than by reference 
to an occasional market quotation or sale of the security.
Other Considerations
14. If the period for which payment for services is being made by the 
issuance of the stock option is not specifically indicated in the offer or 
agreement, the value of the option should be apportioned over the period 
of service for which the payment of the compensation seems appropriate 
in the existing circumstances. Accrual of the compensation over the 
period selected should be made by means of charges against the income 
account. Upon exercise of an option the sum of the cash received and 
the am ount of the charge to income should be accounted for as the 
consideration received on issuance of the stock.
15. In connection with financial statements, disclosure should be made 
as to the status of the option or plan at the end of the period of report, 
including the num ber of shares under option, the option price, and the 
num ber of shares as to which options were exercisable. As to options 
exercised during the period, disclosure should be made of the num ber 
of shares involved and the option price thereof.
One member of the committee, Mr. Mason, assented with qualifica­
tion to adoption of section (b) of Chapter 13. One member, Mr.
Knight, did not vote.
Mr. Mason assents only under the assumption that if an option 
lapses after the grantee becomes entitled to exercise it, the related com­
pensation shall be treated as a contribution by the grantee to the capital 
of the grantor.
3 Whether treasury or unissued shares are to be used to fulfill the obligation is not 
material to a determination of value.
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DISCLOSURE OF LONG-TERM LEASES IN 
FINANCIAL STATEMENTS OF LESSEES
1. T he growth in  recent years of the practice of using long-term leases 
as a method of financing has created problems of disclosure in financial 
statements. In  buy-build-sell-and-lease transactions, the purchaser of 
land builds to his own specifications, sells the improved property, and 
simultaneously leases the property for a period of years. Similar trans­
actions are the sale and lease of existing properties or the lease of prop­
erties to be constructed by the lessor to the specifications of the lessee. 
T he lessee ordinarily assumes all the expenses and obligations of owner­
ship (such as taxes, insurance, interest, maintenance and repairs) except 
payment of any mortgage indebtedness on the property.
2. There are many variations in such types of transactions. For ex­
ample, some leases contain an option for acquisition of the property by 
the lessee, while other leases contain a requirement that the lessee pur­
chase the property upon expiration of the lease. In  some the price to 
be paid upon repurchase is related to the fair value of the property or 
the depreciated book value; in others it is an arbitrary am ount with 
little or no relation to the property’s worth, or a nom inal sum. Some 
leases provide for a high initial rental with declining payments thereafter 
or renewal at substantially reduced rentals.
3. W here long-term leases are used as a substitute for ownership and 
mortgage borrowing a question arises as to the extent of disclosure to 
be made in financial statements of the fixed annual amounts payable and 
other im portant terms under such leases.1
4. Although the types of sell-and-lease arrangements referred to in 
paragraph 1 differ in many respects from the conventional long-term 
lease,2 the principles of disclosure stated herein are intended to apply 
to both. This chapter does not apply to short-term leases3 or to those 
customarily used for oil and gas properties.
5. T he committee believes that m aterial amounts of fixed rental and 
other liabilities m aturing in future years under long-term leases and
1 Rule 3-18 (b) of Regulation S-X issued by the Securities and Exchange Com­
mission reads: “Where the rentals or obligations under long-term leases are material 
there shall be shown the amounts of annual rentals under such leases with some 
indication of the periods for which they are payable, together with any important 
obligation assumed or guarantee made in connection therewith. If the rentals are 
conditional, state the minimum annual amounts.”
2 The conventional lease, a straight tenure contract between the owner of property 
and a lessee, generally does not involve buying, building, and selling of property by 
the lessee, or special repurchase arrangements.
3 Three years has been used as a criterion in some cases for classifying leases as 
short term or long term.
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possible related contingencies are m aterial facts affecting judgments based 
on the financial statements of a corporation, and that those who rely 
upon financial statements are entitled to know of the existence of such 
leases and the extent of the obligations thereunder, irrespective of 
whether the leases are considered to be advantageous or otherwise. Ac­
cordingly, where the rentals or other obligations under long-term leases 
are m aterial in the circumstances, the committee is of the opinion that:
a. disclosure should be made in financial statements or in notes thereto of:
(1) the amounts of annual rentals to be paid under such leases with some 
indication of the periods for which they are payable and
(2) any other important obligation assumed or guarantee made in connection 
therewith;
b. the above information should be given not only in the year in which the 
transaction originates but also as long thereafter as the amounts involved 
are material; and
c. in addition, in the year in which the transaction originates, there should 
be disclosure of the principal details of any important sale-and-lease trans­
action.
6. A lease arrangement is sometimes, in substance, no more than an 
instalment purchase of the property. This may well be the case when 
the lease is made subject to purchase of the property for a nominal sum 
or for an am ount obviously much less than the prospective fair value of 
the property; or when the agreement stipulates that the rental payments 
may be applied in part as instalments on the purchase price; or when the 
rentals obviously are so out of line with rentals for similar properties as 
to negative the representation that the rental payments are for current 
use of the property and to create the presumption that portions of such 
rentals are partial payments under a purchase plan.
7. Since the lessee in such cases does not have legal title to the property 
and does not necessarily assume any direct mortgage obligation, it has 
been argued that any balance sheet which included the property among 
the assets and any related indebtedness among the liabilities would be 
incorrect. However, the committee is of the opinion that the facts relating 
to all such leases should be carefully considered and that, where it is 
clearly evident that the transaction involved is in substance a purchase, 
the “leased” property should be included among the assets of the lessee 
with suitable accounting for the corresponding liabilities and for the 
related charges in the income statement.
One member of the committee, Mr. L indquist, assented with quali­
fication to adoption of Chapter 14.
Mr. L indquist’s qualification relates to paragraph 6. He believes that 
at any time during a long-term lease, other than a reasonable period 
before its expiration, no determ ination is possible as to prospective fair 
value of the property for comparison with the purchase price that may
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be stated in the lease. He also questions the ability of an accountant to 
carry out the im plicit requirem ent for comparison of the lease rental with 
rentals for similar properties in view of the many physical and other fac­
tors on which would rest a conclusion of similarity of properties.
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UNAMORTIZED DISCOUNT, ISSUE COST AND REDEMPTION 
PREMIUM ON BONDS REFUNDED
1. U ntil the early days of the century, bond discount was commonly 
regarded as a capital charge. W hen the unsoundness of this treatment 
was recognized, alternative methods of treatm ent became accepted, under 
one of which the discount was distributed over the term of the issue, and 
under the other the discount was charged immediately against surplus, 
the latter being regarded generally as the preferable course.
2. Present-day treatment recognizes that on an issue of bonds the 
am ount agreed to be paid (whether nominally as interest or as principal) 
in excess of the net proceeds constitutes the compensation paid for the 
use of the money. Where bonds are issued at a discount it is customary 
to distribute the discount over the term of the bond issue and to charge 
both the coupon interest and the allocated discount directly to income.
3. In the committee’s opinion it is a sound accounting procedure to 
treat such discount as a part of the cost of borrowed money to be dis­
tributed systematically over the term of the issue and charged in succes­
sive annual income accounts of the company. T he anticipation of this 
income charge by a debit to income of a previous year or to surplus has 
in principle no more justification than would a corresponding treatment 
of coupons due in future years.
4. T he argument advanced in favor of immediately writing off discount 
was that it extinguished an asset that was only nominal in character and 
that it resulted in a conservative balance sheet. T he weight attached to 
this argument has steadily diminished, and increasing weight has been 
given to the arguments that all such charges should be reflected under 
the proper head in the income account, and that conservatism in the 
balance sheet is of dubious value if attained at the expense of a lack of 
conservatism in the income account, which is far more significant.
Treatment of Unamortized Discount, Issue Cost, 
and Redemption Premium on Bonds Refunded
5. Discussion of the treatm ent of unamortized discount, issue cost, and 
redem ption premium  on bonds refunded (hereinafter referred to as 
unamortized discount) has revolved mainly about three methods of dis­
posing of the unamortized balance:
a. A direct write-off to income or earned surplus,
b. Amortization over the remainder of the original life of the issue retired, or
c. Amortization over the life of the new issue.
Each of these methods has had support in court decisions, in determ ina­
tions by regulatory agencies, and in accounting literature. T he reasoning
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and conclusions reached by the committee in regard to them are given 
here.
Direct Write-Off
6. It is acceptable accounting to write off unamortized discount in full 
in the year of refunding. This treatm ent is based on the view that the 
unamortized bond discount represents in effect the cost of the privilege 
of term inating a borrowing contract which has become disadvantageous 
and hence comes under the accounting doctrine that a loss or expense 
should be recognized as such not later than the time when the series of 
transactions giving rise to it is completed.
7. T he decision as to whether a direct write-off of unamortized bond 
discount is to be made by a charge to income or to earned surplus should 
be governed by the criteria set forth in Chapter 8, paragraphs 11, 12 and
13. Where a write-off is made to earned surplus it should be limited to 
the excess of the unamortized discount over the reduction of current 
taxes to which the refunding gives rise.1
Amortization Over Remainder of Original Life of Retired Issue
8. T he second alternative, distributing the charge over the remainder 
of the original life of the bonds refunded, has strong support in account­
ing theory. Its chief m erit lies in the fact that it results in reflection of 
the refinancing expense as a direct charge under the appropriate head in 
a series of income accounts related to the term of the original borrowing 
contract.
9. This method is based on the accounting doctrine that when a cost is 
incurred the benefits of which may reasonably be expected to be realized 
over a period in the future, it should be charged against income over 
such period. In  behalf of this method, it is argued that the unamortized 
bond discount represents the cost of making a more advantageous ar­
rangement for the unexpired term of the old agreement. In  other words, 
such discount is regarded as the cost of an option included in the bor­
rowing contract to enable a corporation to anticipate the m aturity of 
its obligations if it finds it possible to refund them at a lower cost, either 
as the result of a favorable change in interest rates or as the result of its 
own improved credit. Continuing this line of reasoning, it is argued that 
the cost of money over the entire period of the original issue is affected by 
the terms of the original contract, and that if the cost of anticipating 
m aturity is incurred, it is only because it is advantageous to do so; if the 
saving over the unexpired term of the old bonds will exceed the amount 
of unamortized discount to be disposed of, such discount should properly 
be spread over that unexpired term as a proper element of the cost of 
borrowed money.
1 See Chapter 10(b), paragraph 10.
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10. This method should be regarded as preferable. It conforms more 
closely than any other method to current accounting opinion.
11. W here this method is adopted a portion of the unamortized dis­
count equal to the reduction in current income tax resulting from the 
refunding should be deducted in the income statement and the remainder 
should be apportioned over the future period.2
Amortization Over Life of New Issue
12. T he third alternative, amortization over the life of the new issue, 
runs counter to generally accepted accounting principles. It cannot be 
justified on the ground that cost may be spread over the period during 
which the benefit therefrom may be presumed to accrue. Clearly dis­
cernible benefits from a refunding accrue only for the period during 
which the new issue is replacing the previously outstanding issue. To 
determine whether any benefit will accrue to an issuing corporation for 
the period during which the new issue is to be outstanding after the 
m aturity date of the old issue would require an ability to foresee interest 
rates to be in effect during that period. Since such foresight is plainly 
impossible, there is no ground for assuming a benefit will result during 
that period. Moreover, the method does not possess any marked practical 
advantages in comparison with the second alternative. On the contrary, 
it results in an understatem ent of the annual cost of money after refund­
ing and during the rem ainder of the term of the old issue, and conse­
quently might tend to encourage consummation of transactions which 
are not, when properly viewed, advantageous. Furthermore, not only is 
there a lack of logical relationship between the am ount of unamortized 
discount on the old issue and the term of the new issue, but also it is 
unconservative from both the balance sheet and the income standpoints 
to carry forward part of the unamortized discount over the longer period. 
T he committee considers the argument that the expense of retiring the 
old issue is a part of the cost of the new transaction to be untenable. In 
view of the above considerations the committee’s conclusion is that this 
method is not acceptable.
Other Considerations
13. If the unamortized discount is carried forward after refunding it is 
acceptable to accelerate the amortization over a shorter period than that 
mentioned in paragraph 9, as long as the charge is made against income 
and is not in any year so large as seriously to distort the income figure for 
that year. Such acceleration may be regarded as a middle course between 
two alternatives (immediate writing off and spreading over the life of 
the old issue), each of which is acceptable, and therefore, as being itself 
acceptable.
2 See Chapter 10(b), paragraph 12.
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14. If the debt is to be paid off through a new issue with a term less 
than the remaining life of the old issue the amortization should be com­
pleted over the shorter period.
15. T he method employed should be clearly disclosed, and if the 
unamortized discount is carried forward the amount of the annual charge 
should, if significant in amount, be shown separately from other charges 
for amortization of bond discount and expense.
16. T he committee does not regard the charging of unamortized bond 
discount to capital surplus as an acceptable accounting treatment.
17. If the debt is discharged — otherwise than by refunding — before 
the original m aturity date of the issue, any balance of discount and other 
issue cost then remaining on the books, and any redemption premium, 
should be written off at the date of such retirem ent by a charge against 
income, unless the am ount is relatively so large as to fall within the 
provisions of Chapter 8, paragraphs 11, 12 and 13.
Four members of the committee, Messrs. Peoples, Queenan, Werntz
and Williams, assented with qualification, and one member, Mr.
Mason, dissented to adoption of Chapter 75.
Messrs. Peoples, Queenan, Werntz and Williams do not agree with the 
conclusions expressed in paragraph 12. They believe there are circum­
stances in which the unamortized discount and redem ption premium 
applicable to an issue being refunded can properly be considered as a 
cost of the opportunity of issuing new bonds under more favorable terms. 
They believe there is support to be found in accounting theory and prac­
tice for this view. They further believe that it is inappropriate to dis­
approve this particular treatment and at the same time to approve the 
wide variety of treatments permitted by paragraphs 6 through 11, and 
paragraph 13.
Mr. Mason dissents since he believes that, with the exception of a 
public utility where an equitable result under regulatory procedures may 
call for the second alternative, the items under discussion should be a 
direct write-off to income or earned surplus, where lower interest rates 
have led to the refunding operation. If the refunding takes place in order 
to extend present interest rates in anticipation of higher rates in the 
future, the probable benefits would, in his opinion, justify spreading the 
costs over the life of the new issue.
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Supplement A
LIST OF ACCOUNTIN G RESEARCH BULLETINS 
WITH CROSS-REFERENCES
T he following is a chronological list of Accounting Research Bulletins 
1 through 42, which are now superseded. It indicates the chapter of the 
restatement containing each former bulletin, or portion thereof, as 
revised:
No. D a t e  I s s u e d  T i t l e
1 Sept. 1939 General Introduction and Rules For­
merly Adopted ....................................
2 Sept. 1939 Unamortized Discount and Redemption
Premium on Bonds Refunded ...........
3 Sept. 1939 Quasi-Reorganization or Corporate Re­
adjustment — Amplification of Insti­
tute Rule No. 2 of 1934 .....................
4 Dec. 1939 Foreign Operations and Foreign Ex­
change ....................................................
5 April 1940 Depreciation on Appreciation ................
6 April 1940 Comparative Statements ........................
7 Nov. 1940 Reports of Committee on Terminology
8 Feb. 1941 Combined Statement of Income and
Earned Surplus ....................................
9 May 1941 Report of Committee on Terminology
10 June 1941 Real and Personal Property Taxes ........
11 Sept. 1941 Corporate Accounting for Ordinary
Stock Dividends ..................................
12 Sept. 1941 Report of Committee on Terminology
13 Jan. 1942 Accounting for Special Reserves Arising
Out of the War ....................................
14 Jan. 1942 Accounting for United States Treasury
Tax Notes ............................................
15 Sept. 1942 The Renegotiation of War Contracts
16 Oct. 1942 Report of Committee on Terminology
17 Dec. 1942 Post-War Refund of Excess-Profits Tax
18 Dec. 1942 Unamortized Discount and Redemption
Premium on Bonds Refunded (Sup­
plement) ................................................
19 Dec. 1942 Accounting Under Cost-Plus-Eixed-Fee
Contracts ..............................................
20 Nov. 1943 Report of Committee on Terminology
21 Dec. 1943 Renegotiation of War Contracts (Sup­
plement) ................................................
22 May 1944 Report of Committee on Terminology
23 Dec. 1944 Accounting for Income Taxes ...............
24 Dec. 1944 Accounting for Intangible Assets .........
* Terminology bulletins published separately.
** Withdrawn. See explanation ff. in Supplement C,
R e s ta t e m e n t
C h a p ter
N u m b e r
Introduction  
and Chap. 1
15
7(a)
12
9(b)
2(a)
2(b)
10(a)
7(b)
3(b)
11(b)
*  *
15
11(a)
*
11(b)
*
10(b)
5
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N o .  D a t e  I s s u e d  T i t l e
25 April 1945 Accounting for Terminated War Con­
tracts ......................................................
26 Oct. 1946 Accounting for the Use of Special War
Reserves ................................................
27 Nov. 1946 Emergency Facilities ...............................
28 July 1947 Accounting Treatment of General Pur­
pose Contingency Reserves .................
29 July 1947 Inventory Pricing
30 Aug. 1947 Current Assets and Current Liabilities
— Working Capital .............................
31 Oct. 1947 Inventory Reserves .................................
32 Dec. 1947 Income and Earned Surplus ...................
33 Dec. 1947 Depreciation and High Costs ..................
34 Oct. 1948 Recommendation of Committee on
Terminology — Use of Term “Re­
serve” ....................................................
35 Oct. 1948 Presentation of Income and Earned
Surplus ..................................................
36 Nov. 1948 Pension Plans — Accounting for Annu­
ity Costs Based on Past Services.........
37 Nov. 1948 Accounting for Compensation in the
Form of Stock Options .......................
38 Oct. 1949 Disclosure of Long-Term Leases in
Financial Statements of Lessees .........
39 Oct. 1949 Recommendation of Subcommittee on
Terminology — Discontinuance of the 
Use of the Term “Surplus” ...............
40 Sept. 1950 Business Combinations ...........................
41 July 1951 Presentation of Income and Earned
Surplus (Supplement to Bulletin No.
35) ..........................................................
13 July 1951 Limitation of Scope of Special War
(Addendum) Reserves ................................................
26 July 1951 Limitation of Scope of Special War
(Addendum) Reserves ................................................
42 Nov. 1952 Emergency Facilities — Depreciation,
Amortization, and Income Taxes.......
11 Nov. 1952 Accounting for Stock Dividends and
(Revised) Stock Split-Ups .....................................
37 Jan. 1953 Accounting for Compensation Involved
(Revised) in Stock Option and Stock Purchase
Plans ......................................................
* Terminology bulletins published separately.
** Withdrawn. See explanation ff. in Supplement C.
Restatement
Chapter
Number
11(c)
* *
9(c)
6
4
3(a)
6
8
9(a)
8
13(a)
13(b)
14
*
7(c)
9(c)
7(b)
13(b)
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Supplem ent B
CHANGES OF SUBSTANCE MADE IN THE COURSE OF 
RESTATING AND REVISING THE BULLETINS
1. Restatement and revision of the Accounting Research Bulletins 
involved numerous changes in wording, amounting in some cases to com­
plete rewriting, but most of these changes were made in the interest of 
clarification, condensation, or elim ination of m aterial no longer per­
tinent. Changes in substance where necessary were made and are set forth 
below by chapters. Particular attention is called to the comments re­
specting the application of government securities against liabilities for 
Federal taxes on income, write-offs of intangibles, and the treatm ent of 
refunds of income taxes based on the carry-back of losses and unused 
excess-profits credits.
Applicability of Bulletins
2. In  Bulletin No. 1 no general comment was made as to the applica­
bility of the committee’s pronouncements other than to state that they 
should not be regarded as applicable to investment trusts. T h a t state­
m ent has been omitted. A new statement of applicability appears in the 
introduction, which indicates that, in general, the committee’s opinions 
should be regarded as applicable primarily to business enterprises organ­
ized for profit. T he statement reads as follows:
3. “T he principal objective of the committee has been to narrow 
areas of difference and inconsistency in accounting practices, and to 
further the development and recognition of generally accepted accounting 
principles, through the issuance of opinions and recommendations that 
would serve as criteria for determ ining the suitability of accounting 
practices reflected in financial statements and representations of com­
mercial and industrial companies. In  this endeavor, the committee has 
considered the interpretation and application of such principles as ap­
peared to it to be pertinent to particular accounting problems. T he 
committee has not directed its attention to accounting problems or pro­
cedures of religious, charitable, scientific, educational, and similar non­
profit institutions, municipalities, professional firms and the like. Ac­
cordingly, except where there is a specific statement of a different intent 
by the committee, its opinions and recommendations are directed pri­
marily to business enterprises organized for profit.’’
Current Assets and Current Liabilities — Chapter 3, Section (a)
4. A comment has been included under current assets to the effect that 
the description of the basis of pricing inventories should include an indi­
cation of the method of determ ining the cost — for example, average cost, 
first-in first-out, last-in first-out, et cetera.
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Application of United States Government Securities Against 
Liabilities for Federal Taxes on Income — Chapter 3, Section (b)
5. In Bulletin No. 14 the committee expressed approval of the off­
setting of United States Treasury T ax  Notes, T ax Series A-1943 and 
B-1943, against liabilities for Federal taxes on income in the balance 
sheet, provided that at the date of the balance sheet or of the independent 
auditor’s report there was no evidence of an in tent not to surrender the 
notes in payment of the taxes. Government securities having restrictive 
terms similar to those contained in the 1943 tax series are no longer 
issued but certain other types of government securities have since been 
issued which, by their terms, may be surrendered in payment of liabilities 
for Federal taxes on income. In  section (b) of Chapter 3 the committee 
sanctions the offsetting of these securities against liabilities for Federal 
taxes on income. It also expresses the opinion that extension of the prac­
tice to include the offset of other types of U nited States government 
securities, although a deviation from the general rule against offsets, is 
not so significant a deviation as to call for an exception in an accountant’s 
report on the financial statements.
Intangible Assets — Chapter 5
6. Bulletin No. 24, which was published in 1944, stated the commit­
tee’s belief that the long accepted practice of elim inating type (b) in tan­
gibles (that is, intangibles with no limited term of existence and as to 
which there is, at the time of acquisition, no indication of limited life) 
against any existing surplus, capital or earned, even though the value 
of the asset was unim paired, should be discouraged, especially if pro­
posed to be effected by charges to capital surplus.
7. In Chapter 5 the committee expresses the opinion that lump-sum 
write-offs of type (b) intangibles should in no case be charged against 
capital surplus, should not be made against earned surplus immediately 
after acquisition, and, if not amortized systematically, should be carried 
at cost until an event has taken place which indicates a loss or a lim itation 
on the useful life of the intangibles.
Contingency Reserves — Chapter 6
8. In  Chapter 6 the opinion is expressed that the preferable balance 
sheet treatm ent of general purpose contingency reserves (a subject not 
specifically covered in Bulletins Nos. 28 and 31) is to show them under 
stockholders’ equity.
Quasi-Reorganization or Corporate Readjustment 
— Chapter 7, Section (a)
9. Bulletin No. 3 stated that a readjustm ent of accounts through quasi­
reorganization calls for the opening of a new earned surplus account 
dating from the effective date of the readjustment, bu t made no reference
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to the length of time such dating should continue. Section (a) of Chapter 
7 states that ".  . this dating should be disclosed in financial statements 
until such time as the effective date is no longer deemed to possess any 
special significance.”
Business Combinations — Chapter 7, Section (c)
10. T he opinions expressed in Bulletin No. 40 have been amplified to 
indicate that any adjustm ent of assets or of surplus which would be in 
conformity with generally accepted accounting principles in the absence 
of a combination would be equally acceptable if effected in connection 
with a pooling of interests.
Income Taxes — Chapter 10, Section (b)
11. In  connection with the presentation of allocated income taxes in 
the income statement, the committee recognizes the possibility of dis­
closure in a footnote or in the body of the income statement in special 
cases when the recommended presentation is not considered to be prac­
ticable. T he revision also contains a statement that in some cases the 
use of a current over-all effective tax rate or, as in the case of deferred 
income, an estimated future tax rate may be appropriate in computing 
the tax effect attributable to a particular transaction.
12. In the old bulletin the committee recommended that where tax 
reductions result from the carry-forward of losses or unused excess-profits 
credits, the income statement indicate the results of operations w ithout 
inclusion of such reduction, which reduction should be shown as a final 
item before the am ount of net income for the period, except that where 
there is substantial reason to believe that misleading inferences might be 
drawn from such inclusion the tax reduction might be credited to surplus. 
Section (b) of Chapter 10 adds an alternative treatm ent whereby the 
am ount of taxes estimated to be actually payable for the year may be 
shown in the income statement, with the am ount of the tax reduction 
attributable to the amounts carried forward indicated either in a footnote 
or parenthetically in the body of the income statement.
13. T he opinion was expressed in the previous bulletin that claims for 
refunds of income taxes based on the carry-back of losses or unused excess- 
profits credits should be credited to income, except that under certain 
circumstances they might be credited to surplus. Section (b) of Chapter 
10 expresses the opinion that they should be carried to income. This may 
be done either by indicating in the income statement for the year the 
results of operations before application of the claim for refund, which 
should then be shown as a final item before the am ount of net income, or 
by charging income with the am ount of taxes estimated to be actually 
payable for the year and showing the amount of the reduction attributable 
to the carry-back in a footnote or parenthetically in the body of the 
income statement.
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Renegotiation of Government Contracts — Chapter 11 , Section (b)
14. T he committee has modified the recommendations made in Bul­
letin No. 21 respecting the methods to be used in disclosing the renegotia­
tion status and the provision or lack of provision for refund in relation 
to prior year settlements. It believes that individual judgments should 
determine which cases require disclosure of the basis of determ ining the 
am ount provided. T he committee has also indicated that the comments 
in section (b) of Chapter 11 are applicable to price redeterm ination 
estimated to result in retroactive price reduction.
Foreign Operations and Foreign Exchange — Chapter 12
15. In  Bulletin No. 4 it was stated that a safe course to follow is to 
take earnings from foreign operations into the accounts of U nited States 
companies only to the extent that funds have been received in the U nited 
States. In  Chapter 12 these words are added: “or unrestricted funds are 
available for transmission thereto.”
16. An exception is noted in Chapter 12 to the general rule of trans­
lating long-term liabilities and capital stock stated in foreign currency 
at the rate of exchange prevailing when they were originally incurred or 
issued. T he exception relates to long-term debt incurred or stock issued 
in connection with the acquisition of fixed assets, perm anent investments, 
or long-term receivables a short time before a substantial and presumably 
perm anent change in  the exchange rate. T he opinion is expressed that in 
such instances it may be appropriate to state the long-term debt or the 
capital stock at the new rate and proper to deal with the exchange differ­
ences as an adjustm ent of the cost of the assets acquired.
17. T he revision also takes into consideration the possibility that in 
some situations more realistic results will be obtained by translating 
income for the entire fiscal year at the new rates in  effect after such m ajor 
fluctuation. W here dividends have been paid prior to a m ajor change in 
the exchange rate, out of earnings of the current fiscal year, that portion 
of the income for the year should be considered as having been earned 
at the rate at which such dividend was paid irrespective of the rates used 
in translating the rem ainder of the earnings.
18. Consideration is also given to the m atter of devaluation losses 
arising from world-wide readjustment, as to which the committee com­
ments that where they are so material that their inclusion in the income 
statement would im pair the significance of net income to an extent that 
misleading inferences m ight be drawn therefrom, consideration may 
appropriately be given to charging them to surplus.
19. T he three preceding paragraphs relate to changes which, in part, 
give recognition to recommendations made in  a statement entitled 
Accounting Problems Arising from Devaluation of Foreign Currencies 
issued as a research memorandum in November 1949.
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Unamortized Discount, Issue Cost, and Redemption Premium on 
Bonds Refunded — Chapter 15
20. W hen Bulletin No. 2 was issued the committee considered three 
methods of writing off unamortized discount on refunded bonds (includ­
ing issue cost and redem ption premium):
a. Write-off by a direct charge to earned surplus in the year of refunding;
b. Amortization over the remainder of the original life of the issue retired; or
c. Amortization over the life of the new issue.
21. Methods (a) and (b) were at that time approved as acceptable 
practice, with a comment that, with a continuance of the shift in emphasis 
from the balance sheet to the income account, method (b) m ight well 
become the preferred procedure. M ethod (c) was stated to be unaccept­
able except where such treatm ent was authorized or prescribed by a 
regulatory body to whose jurisdiction the accounting corporation was 
subject, or had been adopted by the company prior to the publication 
of Bulletin No. 2.
22. In  Chapter 15 a write-off in full in the year of refunding is stated 
to be acceptable. T he committee believes, however, that the charge 
should be to income rather than earned surplus, unless the net income 
figure would thereby be so distorted as to invite misleading inferences. 
It further believes that any write-off made to earned surplus should be 
limited to the excess of the unamortized discount over the reduction of 
current taxes to which the refunding gives rise.
23. D istribution of the charge, by systematic charges against income, 
over the rem ainder of the original life of the bonds refunded, method 
(b), is stated in Chapter 15 to be the preferred method, conforming more 
closely than any other to current accounting opinion. W hen this method 
is adopted an am ount equal to the reduction in current income tax 
resulting from the refunding should be deducted in the income statement, 
and the remainder should be apportioned over the future period.
24. Amortization over the life of the new issue, unless it is less than the 
remaining life of the old issue, is stated to be an unacceptable practice.
Supplem ent C
BULLETINS NOT INCLUDED IN THE 
RESTATEMENT AND REVISION
1. Accounting Research Bulletins No. 13, Accounting for Special Re­
serves Arising Out of the War, and No. 26, Accounting for the Use of 
Special War Reserves, are not included in the restatement. Those bu l­
letins were formally withdrawn by the committee in July, 1951, by the 
issuance of addenda. At that time the committee commented that, “in the
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light of subsequent developments of accounting procedures, these bul­
letins should no longer be relied upon as a basis for the establishment 
and use of reserves.”
2. Bulletin No. 17, Post-War R efund  of Excess-Profits Tax, is w ith­
drawn because it no longer has applicability under present tax laws.
3. Bulletins Nos. 7, 9, 12, 16, 20, 22, 34 and 39, which were issued as 
recommendations of the committee on terminology, are being published 
separately.
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Topical Index
Abnormal or excessive costs of fixed assets, 48, 
50-53
Accelerated amortization:
of discount, etc., on refunded bonds, 97 
of emergency facilities, 75 
of intangibles, 31 
Accelerated depreciation, 50, 55 
Acceptances receivable, trade—inclusion in current 
assets, 17
Accepted procedures—do not necessarily coincide 
with rules for determining taxable in­
come, 55
Accepted procedures, departure from: 
burden of justifying, 8, 83 
immaterial items, 8, 12 
( See also Disclosure)
Accountants:
private ( company) —application of recommend­
ed procedures, 9
public—responsibility for expression of opinion 
on financial statements and of excep­
tions or disapproval, 9
Accounting:
and the corporate system, 7 
uniformity in, 7 
Accounting principles:
accepted procedures do not necessarily coincide 
with rules for determination of tax­
able income, 55
adjustments in quasi-reorganization, 35 
allocation, if practicable, of cost of mixed aggre­
gate of property, 32
allocation of costs over income of period bene­
fited, 55 -5 7 , 86, 9 5 -9 6  
allocation of income taxes to show expense ap­
plicable to income per income state­
ment, 62—63 
capital stock:
adjustments from transactions in own, 11—12, 
48
donated ( nominally issued for property) : 
not treated as cost of property, 10 
proceeds of sale not a credit to surplus, 10 
in treasury:
dividends not a credit to income, 10 
in some circumstances an asset, 10 
capital surplus not to be used to relieve income 
account, 10, 32, 35, 98
capital surplus originating in readjustment re­
stricted as in new corporation, 36 
cost as primary accounting basis: 
depreciation, 50, 53, 76 
intangibles, 31 
inventories, 23 
tangible fixed assets, 53 
cost in non-cash acquisitions, 31 
discount on bonds is compensation for use of 
money, 95
dividend from surplus of subsidiary at acquisi­
tion not income to parent, 10 
earned surplus, capitalization of:
after readjustment in quasi-reorganization, 
36, 37
in stock dividends, where issuances are too 
small to affect market, 39, 40 
not necessary in pooling of interests, except as 
to subsidiary of a pooled company, 
42-43
surplus of subsidiary at acquisition, 10, 
36, 43
earned surplus, consolidated—does not survive 
quasi-reorganization if charges are 
made to capital surplus, 36 
earned surplus, limitation of charges to, 7, 17, 
4 7 ,4 8 , 7 3 ,8 7 , 96
equalization of income—avoidance of practice 
leading to, 33, 34, 44, 45 
inventory—periodic compilation necessary for 
adequate accounting purposes, 22
Accounting principles ( c o n t . ):  
inventory pricing:
consistency in application, 27 
cost is primary basis, 23 
flow of cost factors, 24 
overheads included, 23—24
general and administrative only to ex­
tent related to production, 23 
selling expenses not at all. 23—24 
unacceptable to exclude all overheads,
24
departure from cost basis when utility is no 
longer as great as cost, 25 
above cost in exceptional cases, 28 
lower of cost or market as measure of resid­
ual usefulness, 25—26
application to individual items or to 
totals, 26
how m a r k e t  is determined, 25—26 
long-term leases which are in fact purchase 
agreements—inclusion of related assets, 
liabilities, and charges in financial 
statements, 93
matching costs against applicable revenues, 22, 
23, 24, 25, 75 
materiality, 8—9, 12, 47—48 
net income:
depreciation on appreciation—included in de­
termination of net income, 53 
desirability of inclusion over the years of all 
costs, expenses, losses, and profits 
other than from capital stock transac­
tions, 14, 47
items excluded under all circumstances, 48 
material extraordinary charges and credits ex­
cluded, 47
to be determined by sound methods and 
shown clearly, 14—15, 33—34 
write-off of excessive or abnormal plant costs 
not includible, 48, 51
non-consolidation of foreign subsidiaries—not 
acceptable to include intercompany 
profits which would otherwise be 
eliminated, 82
offsetting assets and liabilities only where right 
of set-off exists, 20, 67, 71, 73—74, 
77 , 78
operating cycle as criterion for presenting cur­
rent assets and current liabilities, 
16-20 
profit realization: 
criteria:
delivery under contract of sale or per­
formance of services, 67, 68, 75 
partial performance or percentage of com­
pletion, 67 , 68—69, 75 
sale in the ordinary course of business, 10, 
28, 68, 72
unrealized profit not to be credited to in­
come, directly or indirectly, 10, 28 
provision for all liabilities, including reason­
able estimates where not accurately 
determinable, 72
receivables from officers, employees, or affili­
ates—segregation from other receiv­
ables, 10
recognition of expenses or losses:
compensation—stock option and stock pur­
chase plans, 87
firm purchase commitments, 28—29 
inventory deterioration, obsolescence, or mar­
ket decline, 25
time lim it-n o t later than completion of 
series of transactions giving rise to 
them, 82
unrealized losses from decline in translation 
value of foreign net current assets, 
82
s e p a r a te  e n t i t y  concept of corporate accounting, 
31
A
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Accounting principles ( c o n t . ):
stock dividends and stock split-ups—capitaliza­
tion of surplus in certain issuances,
38 -40
shareholder’s interest not affected, 38 
unamortized discount, etc., on refunded bonds 
—accelerated amortization, immediate 
write-off, or amortization over re­
maining life of retired issue ( unless 
term of new issue is shorter) , 96—97 
Accounting Research Bulletin No. 33, 50-53  
Accounts—primary responsibility for, 9 
Accounts payable: 
accrued or estimated;
disclosure, 60
inclusion in current liabilities: 
bonus payments, 19 
for materials and supplies, 18 
payments measured by current transac­
tions, 19
product guarantees and servicing, 18 
wages, salaries, commissions, rents, royal­
ties, 18
where payee unknown, 19 
from funds accumulated in accounts not classi­
fied as current, 19 
Accounts receivable:
effective realizable cash value, 19 
from unusual transactions, 18 
instalment, 17
officers, employees, or affiliated companies— 
separate disclosure, 10 
when includible in current assets, 17—18 
Accrual basis of accounting, as applied to termina­
tion claims, 75
Accrued liabilities ( s e e  Accounts payable) 
Acquisition and production cost, as applied to in­
ventories, 23
Acquisitions for lump sum, 30, 32 
Administrative expenses—exclusion from inven­
tory costs, except part clearly related 
to production, 23
Adoption of opinions ( s e e  Committee opinions) 
Advance collections for goods or services—when 
included in current liabilities, 18 
Advances and loans to affiliates, off i cers, or em­
ployees:
separate disclosure, 10 
when excluded from current assets, 18 
Advances by Government on contracts—offset and 
disclosure of, 67, 71, 73
Advances made for purposes of control, etc., 18 
Advertising, prepaid—classification, 17 
Affiliates, receivables from:
shown separately from other accounts,10 
when classified as current assets, 17, 18 
Agency obligations—classification, 18—19 
Agricultural products, in inventory pricing, 28 
A l l - in c lu s i v e  income statement, 45-4 7 
Allocation:
financial statements based on, 62
of cost of lump-sum purchases, 30, 32
of costs against applicable revenues, 22—23,
24, 33, 75
of costs, through depreciation or amortization, 
3 1 -32 , 5 0 -5 3 , 54 -57  
of income taxes ( se e  Income taxes)
Allowance accounts, deduction of, 19 
Amortization;
accelerated, 31, 54—57, 97
bond discount, etc., on refunded issues, 95—98 
emergency facilities, 54—57 
intangibles, 31—32
Amplification of Institute Rule No. 2 of 1934, 
35-37
Annuities under pension plans, costs of, 86—87 
Application of Government securities against lia­
bilities for Federal taxes on income, 
20-21
Appraisals, property, 51—52 (dissents), 53 
Appreciation:
of investments, tax provision on unrealized,
65—66 
of property:
credit arising from, 53—54 (qualified assents) 
depreciation on, 53
Appropriations of earned surplus, 33—34 
Appropriations of net income, 50, 53 (dissent)
( s e e  a lso  N et income)
Approval of opinions ( se e  Committee opinions)
Assets:
intangible, chapter on, 30—32 
lump-sum payment for, 30, 32 
sales of capital, classification of receivables for, 
18
unusual sales, material charges or credits arising 
from, 47
Assets not acquired for resale or not of type gen­
erally dealt in—profits or losses, 47 
Assumptions as to flow of cost factors, 24 
Auditor ( se e  Accountants)
Authority of committee opinions, 8—9 
Average cost, in inventory pricing, 19, 24 (foot­
note)
B
Balance sheet—link between income statements,
7, 13
Balanced quantities, 27
Basket purchase of assets, 3 0 ,3 2
Bonds or bonded debt ( s e e  Funded debt)
Bonds, discount on:
not chargeable immediately to surplus, 95 
part of compensation for use of money, 95 
( s e e  a lso  Unamortized discount, etc., on bonds 
refunded)
Bonus payments:
determinable only approximately—classification, 
18
under long-term leases—classification, 18 
Bonus shares, 87—91 
Branches, foreign, operations of, 81—85 
Buildings—profits or losses on sale of, 47 
Business combinations, 41—43 
pooling of interests:
accounting treatment, 41—43
adjustments of assets or surplus, 42—43 
surplus, when carried forward, 43 
disclosure, 43
exception r e  subsidiary of a pooled com­
pany, 43
distinguishing features, 42 
stated capital, treatment of difference, 43 
purchase:
accounting treatment, 42 
cost, how measured, 42 
distinguishing features, 42 
Buy-build-sell-and-lease transactions, 92—94 ( s e e  
a lso  Leases, long-term)
Capital:
legal, 39—40 
working, 16—21 
Capital accounts, 35—43
business combinations, 41—43 
quasi-reorganization, 35—3 7  
stock dividends and stock split-ups, 37—41 
( s e e  u n d e r  f o r e g o in g  h e a d in g s )
Capital assets:
receivables from sale of, 18
short-term debts arising from acquisition of, 18 
Capital stock:
compensation involved in stock option and 
stock purchase plans, 87—91 
credits to, in connection with stock dividends,
38-41
donated, issued nominally for property—proceeds 
of subsequent sale not a credit to sur­
plus, 10
net asset value of outstanding, affected by pur­
chases and retirements, 11 
transactions in company’s own, 11—12, 48 
( s e e  a lso  Stock dividends and stock split-ups) 
Capital stocks of subsidiaries ( s e e  Investments: 
subsidiaries)
Capital surplus;
adjustments in pooling of interests, 42—43 
adjustments in quasi-reorganization, 35, 36, 37 
appreciation of property—treatment of credit, 
53 -54  ( qualified assents) 
correction of erroneous credits made in past,
36-37
c
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C apital surplus ( cont.):
credits to, in  connection w ith  stock dividends, 
3 8 -4 1  
donated stock, 10
earned surplus of a subsidiary p rio r to  acquisi­
tion , 10, 43
intangibles no t to  be w ritten  off against, 32 
no t chargeable w ith  unam ortized  bond discount, 
98
not to  be  used to  relieve incom e account of 
charges, 10, 32 , 35 , 98 
substitute te rm  for, 5
transactions in  com pany’s ow n stock, 11—12, 48  
C apitalization  of earned surplus (see Earned 
surplus)
Carry-back o r carry-forw ard of losses and unused 
excess-profits credits, 65
Cash:
inc ludib le  in  cu rren t assets if  available fo r cu r­
ren t operations, 17
restricted, earm arked, or otherw ise not avail­
able— classification, 18
Cash surrender value of life insurance policies: 
loans, classification of, 19 (foo tno te  3 )  
exclusion from  current assets, 18 (and  footnote) 
Certificates of necessity, 54 
Changes in  p rice levels: 
inventory, 25—29 , 83
p roductive facilities, 33—34 , 4 8 , 50 , 52—53 
(dissents)
(see also Foreign operations and foreign  ex­
change)
Changes of substance, 101—105 
Charges and credits to  surplus:
charges over years tend  to  exceed credits, 45 
credit from  appreciation—not available fo r tran s­
fer to earned surplus, 53 (qualified 
assent)
m aterial extraordinary (see M aterial ex traord in ­
ary charges and credits)
proceeds of donated stocks sold not a credit to 
to  surplus, 10
tendency to  be overlooked w hen om itted from  
incom e statem ent, 46 
tendency to  restrict narrow ly, 7 
transactions in  com pany’s ow n capital stock, 
11-12, 48
(see also Earned surplus and  C apital surplus) 
Charitable organizations—com m ittee’s a tten tion  not 
directed to, 8 
C irculating  assets, 1 6 -1 7
Collec tions received in  advance—w hen  included in  
current liabilities, 18
Com binations, business (see Business com bina­
tions
Com bined statem ent of incom e and earned sur­
plus:
advantages, 14
disadvantages and lim itations, 14—15 
not an  excuse for less care in  d istinguish ing  in ­
come items from  surplus item s, 15 
Comm issions accrued—inclusion  in  current liab ili­
ties, 18
Com m itm ents—net losses on —recognition in  ac­
counts and separate disclosure, 28—29 
C om m ittee on  cooperation w ith  stock exchanges, 
11-12
C om m ittee opin ions: 
applicability  of, 8 
im m aterial items, 9
types of organization to  w hich  atten tion  has 
not been d irected, 8 
authority  of, 8—9
burden  of justifying departure from , 8 
changes of substance, 101—105 
dissents, 8 ( indiv idual dissents and  qualified 
assents at end of chapters o r sections 
affected)
no t retroactive, 9 
voting  procedure, 8
Com pany accounts—prim ary  responsibility  of m an­
agem ent, 9
Com parability , exceptions to , 13 
Com parative financial s tatem ents: 
exceptions to  com parability , 13 
identification o f statem ents covered in  scope of 
report, 13
in  connection  w ith  renegotiation , 73
C om parative financial statements ( cont.) : 
lim itations of single statem ents, 13 
reclassifications of p rio r figures, 13 
repeating  footnotes, explanations, and account­
an ts’ qualifications re p rio r figures, 13 
C om pensation (see Pension plans and Stock op tion  
and stock purchase plans) 
Conservatism , 35 , 95 
Consistency from  year to  year: 
com parative statements, 13 
inventory pricing, 27—28
disclosure of any significant change and, if 
m aterial, th e  effect on  income, 27—28 
Consolidated earned surplus:
does not survive a readjustm ent in  w hich  losses 
have been charged to  capital surplus, 
36
exclusion of earned surplus of subsidiary at ac­
quisition , 10 
C onsolidation:
excess of cost of stock of subsidiary over net 
assets at acquisition, 30—32 (see also 
In tangib le  assets)
intercom pany profits w here unconsolidated fo r­
eign subsidiaries, 82
legal designation as, not contro lling  factor in  
d ifferentiation of purchases from  poo l­
ing of interests, 42 
of foreign subsidiaries, 8 2 —85 
C onstruction program , cash designated fo r ex­
pend itu re fo r—exclusion from  current 
assets, 18
Contingency reserves, 33—34
balance-sheet classification, 34 , 53 
exclusion of charges and credits from  determ in­
ation  of net incom e, 34 , 48  
no costs o r losses chargeable thereto, 34 
no transfers therefrom  to incom e, 34 , 48  
not to  be used to  relieve incom e of fu tu re years, 
33
C ontingent liab ilities—recoverable subcontractors’ 
claims u nder contract term inations, 
7 8 -8 0
C ontracts:
general ru le  fo r recognizing profits, 6 8 —69 
long-term , provision fo r incom e taxes on  de­
ferred  profits, 6 5 —66 
partia l perform ance, 67 , 6 8 —69, 75 
(see also G overnm ent contracts)
Contracts, G overnm ent: 
cost-plus-fixed-fee, 67—71 
renegotiation, 72—73 
term ination , 73—79 
(see also under these headings)
C ontractual obligations to  be refunded—exclusion 
from  current liabilities, 19 
Copyrights, 30 (see also In tang ib le  assets)
Corporate readjustm ent (see Q uasi-reorganization) 
C orporation  accounting, separate entity concept, 38 
Cost:
allocation of, in  lum p-sum  purchases, 30—32 
allocation of, through  depreciation or am ortiza­
t ion, 3 1 -3 2 ,  5 0 -5 3 ,  5 4 -5 7  
as applied  to  inventories:
acquisition and production , 23—24 
application of different m ethods to  different 
parts, 24
approxim ate, 24 (fo o tn o te ) 
average, 19—20, 24  (fo o tn o te ) 
definition, 23
departu re from , w hen  u tility  is below  cost, 
25
first-in first-out ( F i f o ) ,  2 0 , 24 
flow of cost factors, 24 
identification of specific item s, 24 
is p rim ary  basis, 23
last-in first-out (L i f o ) , 20 , 24 , 29  (q u a li­
fied assent)
of goods previously w ritten  dow n, 23 (fo o t­
no te)
recoverable, 29 (d issen t) 
replacem ent, 25 , 29
reversed m ark-up— retail inventory m ethod,
24 , 26
selection of basis, 24 
standard, 2 4  (fo o tn o te )
uniform ity  w ith in  a given industry desirable, 
24
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Cost ( cont. ) :
as applied to  inventories ( cont.) : 
w hen  h igher basis recognized, 28 
w ork  in  process and finished goods, 23 
(see also Inventory pricing) 
definition, 23 . 31
non-cash acquisitions, 31 
departure from , in  relation  to inventories, 25 
depreciation and h igh  costs, 50—52 
depreciation based on, 50—53 
excessive or abnorm al, 48 , 50—53 
factors, flow of, 24
generally accepted basis of accounting: 
fo r assets, at cost w hen acquired, 31 
fo r fixed assets, 50—53 
fo r intangibles, 31
for inventories, 22 and 23 (fo o tn o te ) 
m atching  against revenue, 22 , 23 , 2 4 , 25 , 33— 
34, 75
non-cash acquisitions, 31 
of com pensation:
pension plans, 87—91
stock option  and stock purchase plans, 87 —91 
Cost factors, flow of, 24
Cost or market, whichever is lower, 25—27, 29 
( d issents)
how  applied in  pric ing  inventories, 25—27 
necessitates sh ifting  of incom e, 29 (d issen t) 
synonymous w ith  lower of cost or market, 25 
( footnote)
Cost-plus-fixed-fee contracts, 67—71
custodianship responsibility  fo r G overnm ent m a­
terials, 68
delivery may not have usual significance, 69 
fees on  partia l perform ance:
am ounts includib le in  incom e, 67 , 70 
u n b illed —how  classified, 67 , 71 
w hen includib le in  income, 67 , 68—70, 75 
m ajor accounting problem s, 68 —71 
nature and general provisions of, 67 —68 
offsetting advances and o ther items, 6 7 ,7 1  
reim bursable costs and fees, inclusion in  o r ex­
clusion from  sales, 67—71 
revolving fund, 68 , 71 
title  to  m aterials, 68
unb illed  costs and fees, how classified in  ba l­
ance sheet, 67 , 7 1
Costs, m atching against revenues, 22—24, 33, 75 
Costs, expenses, losses, and profits o ther th a n  from  
capital stock transactions—desirability 
of inclusion over the years in  deter­
m ination  of incom e, 14, 47 
Credits to  surplus:
credit from  appreciation—not available fo r tran s­
fer, 53—54 (qualified  assent) 
proceeds of donated stock sold not a credit to  
surplus, 10
treatm en t of adjustm ents arising from  transac­
tions in  a com pany’s ow n capital 
stock, 11—12, 48
(see also Charges and credits to surplus) 
C riteria:
fo r identifying m aterial extraordinary charges 
and credits excludible from  net in ­
come, 44 , 46 —48
for long-term  leases, 92 (foo tno te) 
fo r p resenting  curren t assets and curren t liab ili­
ties, 16—20 
fo r profit realization:
delivery under contract o f sale o r perfo rm ­
ance of services, 67 , 68 , 75 
p artia l perform ance or percentage of com ple­
tion , 67 , 68 , 75
sale in  the ordinary course of business, 10, 
28 , 6 8 , 71
fo r selection of m ethod  of costing for inventory 
purposes, 24
use of distortion as, danger in , 45 
C um ulative effect of im m aterial items, 9 . 12 
Currency revaluation, 51 , 81 —85 
C urren t assets and current liabilities, 16—20 
circulating  assets, 16—17 
criteria relating  to operating  cycle, 16 
current assets: 
definition, 17
inclusions and exclusions, 17—18
C urrent assets and current liabilities (con t.): 
curren t liabilities:
definition, 18
inclusions and exclusions, 18—19 
long-term  obligations to  provide increased 
w orking  capital for long periods, 19 
one-year in terpreta tion , 16
past definitions overly concerned w ith  im m edi­
ate realizability , 16
restrictions under terms of bond indentures, 
credit agreem ents, and preferred  stock 
agreem ents, 16 
w ork ing  assets, 16—17 
w orking  capital, definition, 16—17 
C urrent m aturities (see Funded debt)
Current opearting performance incom e statem ent, 
4 5 -4 7
C urrent replacem ent cost, as applied  to  inven­
tories, 26
Damage, inventory, 25 
D ebt discount and expense:
exclusion from  current assets, 18 
not chargeable im m ediately to  surplus, 95 
on  bonds discharged, otherw ise th a n  by refund­
ing, before m atu rity—how  w ritten  off, 
4 7 , 97
on  bonds refunded, 95 —98 
part of com pensation fo r use of money, 95 
(see also U nam ortized discount, etc., on  bonds 
refunded)
D ecline in  foreign exchange rates ( see Foreign op ­
erations and foreign exchange) 
D eductions from  sales— provision fo r renegotia­
tion  refund, 72 
alternative treatm ent, 73 
D efense contracts (see G overnm ent contracts) 
D eferred charges:
balance-sheet classification, 18 
items included w hich  result in  tax reductions, 
63 , 64
D eferred incom e—balance-sheet classification, 18 
D eferred income taxes—in connection w ith  em er­
gency facilities, 56—57 (see also In ­
come taxes)
D eferred or instalm ent accounts: 
balance-sheet classification, 17 
provision for incom e tax on  deferred profits,
6 5 -6 6
D eferred profits on long-term  contracts—provision 
for incom e tax, 65
D efinitions:
all-inclusive incom e statem ent, 45 
cost, 2 3 -2 4 ,  31 
curren t assets, 16—17 
current liabilities, 18—19
current operating performance incom e statem ent, 
45
depreciation and depreciation accounting, 55 
incom e, 37 
inventory, 22
market, as used in  phrase, lower of cost or 
market, 25
net realizable value, in  inventory pric ing , 25 
net w orking  capital, 16—17 
non-operating gains and  losses, 44 
operating  cycle, 17 
operating incom e and charges, 44 
product charges, 23 
realizable value, 25 
stock dividend, 37 
stock split-up, 37 
w ork ing  capital, 16—17 
D elivery of goods sold under contract:
may not have usual significance in  G overnm ent 
CPFF contracts, 69
test of realization of profit or loss, 67 , 68 , 75 
D epartu re from  accepted procedures: 
burden  of justifying, 8 , 83 
cum ulative effect of im m aterial items, 9 , 12 
(see also Disclosure)
D ep le tion—paym ents m easured by, how  classified,
19
D
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Deposit on ten-year lease received as rent for final 
period—exclusion from current liabil­
ities, 19 (footnote)
Depreciable assets:
exclusion from current assets, 18 
exclusion from inventory, 22
goods and supplies to be used in production of 
—exclusion from inventory, 22 
Depreciated currency, 51, 81—85 
Depreciation:
allocation of cost of productive facilities over 
useful life, 51, 55 
and high costs, 50-53 
cost basis generally accepted concept, 50 
on appreciation, 53-54  
on emergency facilities, 54—57 
on older facilities whose productive life is 
shortened by acquisition of emer­
gency facilities, 56 
Depreciation accounting: 
definition, 55
valuation, not allocation, 5 5 
Depreciation and high costs, 50—53
accelerated depreciation where expected life less 
than normal, 51
basic change should await further study, 50—52 
cost basis generally accepted concept, 50 
excessive costs of property:
immediate write-down disapproved, 51 
write-down excluded from determination of net 
income, 48
prevailing sentiment of groups consulted, 51 
provision for replacement of property at higher 
price levels, 48, 50—53
excluded from determination of net income, 
48, 50—53 (dissents)
what recognition of current prices would en­
tail, 50—53 (dissents)
Deterioration of inventory, 25
Determination of net income—exclusions from, 
3 3 -3 4 , 4 7 -4 8 , 53 -5 4  (dissents)
( s e e  a lso  N et income)
Devaluation of foreign currency, 82, 83, 84 
Development and research:
deferred costs not includible in current assets, 
18
in connection with intangibles, 31—32 
Differences between taxable and ordinary income: 
disclosure, 65
effect on income statement, 61—66 ( s e e  a lso  
Income taxes)
provision, where tax likely, 65 
Disclosure:
bonds retired before maturity—method of writ­
ing off unamortized discount, premi­
um, etc., and separate disclosure of 
annual charge, 97—98
by management, of need for retention of earn­
ings, 52, 53 (dissent) 
comparative statements:
exceptions to comparability, 13 
repetition of applicable footnotes, explana­
tions, and qualifications, 13 
earned surplus:
carried forward in combination of interests,
43
dating after readjustment in quasi-reorgan­
ization, 36
effect on income of change in basis of pricing 
inventories, 27—28
emergency facilities—depreciation, amortization, 
and income taxes—procedures fol­
lowed, 57 
foreign operations:
earnings not received in U.S., 81 
foreign subsidiaries unconsolidated: 
investment and carrying basis, 82 
surplus previously included in consolidated 
surplus, 82
inclusion of foreign items in statements of 
U.S. companies, 81—82 
income and other taxes:
allocations, prior items, etc., 63—66 
differences between taxable and ordinary in­
come, and related tax liability, 65 
estimated character where amount uncertain,
59, 60
Disclosure ( c o n t . ) :
income and other taxes ( c o n t . ) :
when recommended methods of allocation not 
practicable, 64
intangible assets— rate and approval of, and rea­
sons for, amortization of intangibles 
of indefinite life, 31—32 
inventories:
carrying basis, 19, 25 (footnote), 27—28 
change in, and effect on income, 27—28 
identification of standard costs, 24 (foot­
note)
when above cost, 28
where practicable, method of determining 
cost, 19
loss from write-down to lower of cost or 
market, 27
net loss on firm purchase commitments, 
28 -29
investments—market value when included in 
current assets, 19—20 
long-term leases:
rentals, periods, and other obligations, and 
sale-and-lease transactions, 92—94 
where transaction is in substance a purchase, 
93  
loss representing write-down of inventories to 
lower of cost or market, 27 
material extraordinary charges and credits, 
4 5 -4 8
net income—clear showing of, 14, 33, 48—49 
net income after special items and net income 
per share—care in designating, 48—49 
net loss on firm purchase commitments, 28—29 
officers, employees, or affiliated companies, re­
ceivables from, 10
offset of Government advances by, or against, 
amounts due on contracts, 67, 71, 
74, 79
offset of Government securities against Federal 
income taxes, 20, 21
omission from current liabilities of maturing 
long-term debt to be refunded, 19 
(footnote 4) 
quasi-reorganization:
dating of surplus from, 36 
estimates, as to assets or liabilities, 35—36 
proposed adjustments, 10, 35—36 
renegotiation:
basis used in determining provision, 72 
effect of refunds for prior years—possible revi­
sion of prior statement, 73 
uncertainties resulting from possibility of, 
71 -72
sale-and-lease transactions, 92—94 
stock dividends and stock split-ups, 39, 40, 41 
( dissent)
stock option and stock purchase plans involving 
compensation—exercise of options dur­
ing period and status of plan at close,
91
termination claims:
amount of claim and of advances, 71, 74, 77 
contractor’s cost and profit elements included 
in sales, 74, 77—78
relationship of certain liabilities to possible 
termination claim, 77
segregation of claims from claims against 
other contractors, 77
subcontractors’ claims not reasonably deter­
minable, 79
undeterminable elements, essential facts re­
garding, 74, 76, 79
termination loans—cross-reference to claim, 77 
treasury stock when carried as an asset, 10 
unamortized discount, etc., on bonds refunded 
—method of write-off and segregation 
of amount, 98
Disclosure of long-term leases, 92—94 ( s e e  a lso  
Leases, long-term)
Discount on bonds:
compensation for use of money, 95 
exclusion from current assets, 18 
not chargeable immediately to surplus, 95 
how written off, 47, 97—98 
when bonds discharged other than by refund­
ing, 47, 97
when bonds refunded, 95—98
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D iscount on bonds ( cont. ) :
(see also U nam ortized discount, issue cost, and 
redem ption  prem ium  on  bonds re ­
funded)
D isposal credits, term inated w ar and defense con­
tracts, 79
D istillery—operating  cycle, 17
D istortion;
danger in  use as criterion , 45 
effect of extraordinary items, 45 —49 
(see also M aterial ex traordinary  charges and 
credits)
D istribu tion , division, or severance of assets, 38 , 
41
D ividends;
by subsidiary from  surplus at acquisition— not 
incom e, 10
deduction as single item  from  n et income, 49  
on  treasury stock, not incom e, 10 
stock, 37—41 (see also Stock dividends and 
stock split-ups)
D onated  capital stock, nom inally  issued fo r p ro p ­
erty :
not cost of property, 10
subsequent sale not credit to  surplus, 10
D ouble freigh t, in  p ric ing  inventories, 23
Earned su rp lu s:
appreciation  o f property—treatm ent o f credit, 
53—54 (qualified assent) 
appropriations:
contingency reserves, 33—34 
inventory reserves, 33—34 
replacem ent of productive facilities at h igher 
levels, 50 —53 
capitalization of;
after readjustm ent, 36—37 (see also Q uasi­
reorganization)
stock dividends and stock split-ups, 38—41
(see also Stock dividends and  stock 
split-ups)
subsidiary of pooled com pany, 43 
subsidiary’s, at acquisition, 10 
carried forw ard in  pooling  of interests, 43 
subsidiary of pooled com pany, 43 
charges and credits to: 
criteria for, 46 —49
discount on  bonds, not im m ediately charge­
able to , 95
m ajor loss from  currency devaluation, 84  
over years, desirability  of inclusion  in  net 
incom e, 14
real and  personal property taxes, 60—61 
refunded o r retired bonds—unam ortized  dis­
count, prem ium , etc., 9 5 —9 6 , 97—98 
renegotiation refunds, 73
special items at foot of incom e statem ent 
equivalent to , 48
SEC, R egulation S-X, R ule 5 -03 , 48  
tendency to  be overlooked w hen om itted  from  
incom e statem ent, 46  
tendency to  restrict narrow ly, 7 , 14 
write-off or w rite-dow n of intangibles, 32 
not perm issible im m ediately after acquisi­
tion , 32
com bined statem ent of incom e and earned sur­
plus, 13—15
dating  of, after quasi-reorganization, 36 
discount on bonds—not chargeable, 95 
donated treasury stock nom inally  issued fo r 
property—proceeds, 10 
in  quasi-reorganization:
dating  of new earned surplus, 36 
exhaustion before recourse to  capital surplus,
36
no consolidated earned surplus survives if 
any losses charged to  capital surplus, 
36
(see also Q uasi-reorganization) 
incom e and earned surplus, chapter on , 44 —49 
subsidiaries:
foreign, 81—82 
in  quasi-reorganization, 36 
p rio r to  acquisition, 10
dividend declared from , not a credit to  in ­
com e, 10
Earned surplus ( cont. ):  
substitute te rm  for, 5
taxes attribu tab le to  charges and credits to — 
treatm ent in  statem ents. 63—64 , 66 
(qualified assent)
transactions in  com pany’s ow n stock, 11—12, 48  
Earnings of foreign corporations (see F oreign op ­
erations and foreign  exchange) 
Earnings per share:
often given undue prom inence, 14, 49  
w here special items excluded, 49  
Earthquake, losses from , 47
Educational organizations — com m ittee’s a tten tion  
not directed to , 8
Eisner vs. Macomber ( 2 5 2  U .S. 1 8 9 )  38 
Em ergency facilities — depreciation, am ortization, 
and incom e taxes, 54—57 
certificates of necessity, 54
considerations underly ing  percentages certi­
fied, 54
period  of am ortization  fo r tax purposes, 54 
depreciation considerations, 55—56
useful life governs if m aterially  different from  
am ortization  period  for tax  purposes,
56
recognition of incom e tax effects w hen am ortiza­
tion  fo r tax purposes exceeds book 
am ortization , 56—57
special charge to  incom e fo r additional am or­
tization  in  lieu  of deferred income 
taxes, 57
treatm en t fo llow ing am ortization  period,
57
special charge to  incom e fo r additional taxes 
(p referred  treatm en t), 56—57 
credit to  deferred taxes, 57 
rates to  be used, 57
treatm ent fo llow ing am ortization  period, 
5 6 -5 7
Em ployees:
loans and advances— w hen excluded from  cur­
ren t assets, 18 
receivables from ; 
segregation, 10 
w hen curren t asset, 17 
Equalization of incom e:
avoidance of practice th a t leads to , 44  
danger th a t use of distortion as criterion  may 
accom plish, 45
reserves not to  be used to  accom plish, 33—34 
E quipm ent (see P roperty and Em ergency facilities) 
E quipm ent trust obligations—paym ents m easured 
by current transactions, 19 (see also 
Funded debt)
Estim ated liabilities, 19, 59—60 , 64—65 , 7 2 , 79 
Estimates and assum ptions—enter in to  incom e de­
te rm ina tion , 44
Excess of investm ent in  subsidiary over net assets 
a t acquisition; 
allocation, 32 
am ortization , 30—31
approval, shareholders or directors. 32 
disclosure, 32
may represent m ore than  one type of in tang i­
bles, 30 , 32 
write-off, 32
(see also In tang ib le  assets)
Excess-profits credits, 65
Excess profits, refunds of, 72 (see also Renegotia­
tion)
Excess-profits taxes (see Incom e taxes)
Excessive o r abnorm al costs, 4 8 , 50—53 
im m ediate w rite-dow n disapproved, 51 
Excessive spoilage, in  inventory p ric ing , 23 
Exchange rate (see F oreign operations and  foreign 
exchange)
Exclusions from  determ ination  o f net incom e, 
33—34, 4 7 —49, 53 (d issen ts) (see 
also N e t income)
Expenses and losses—tim e lim it fo r recognition 
in  accounts, 96
Explanations, footnotes, and accountants’ qualifica­
tions, prior-year, repeated in  com par­
ative statements, 13
Extraordinary items excluded from  net incom e, 
47 —48 (see also N e t income)
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Facilities:
emergency, 54—57 
productive (s e e  Property)
Factory lay-out, deferred rearrangement costs— 
exclusion from current assets, 18 
Fair balance sheet, quasi-reorganization, 35 
Fair value:
in non-cash acquisitions, 31 
in purchase of assets, 42
of assets carried forward in quasi-reorganization, 
3 5 -3 6
of non-cash compensation, 89 
of stock dividends, 39 
of stock under option, 89, 90 
Federal Salary Stabilization Board, 87 (footnote) 
Federal taxes on income—payable and accrued: 
offset of government securities against, 20—21 
offset of other assets not acceptable, 21 
( s e e  a lso  Income taxes)
F if o  method of costing, 20, 24 
Financial statements: 
based on allocations, 62 
based on g o in g  c o n c e rn  concept, 16 
combined statement of income and earned sur­
plus, 13—15 
comparative, 13
in c o m e —a l l- in c lu s iv e  vs. c u r r e n t  o p e r a t in g  p e r ­
f o rm a n c e , 44—49
income equalization, avoidance of, 44 
periodic compilation of inventory, 22 
significance and usefulness in relation to infla­
tion, 50—53
supplementary, to explain need for retention of 
earnings, 52 
( s e e  a lso  disclosure)
First-in first-out method of costing, 20, 24 
Fixed assets:
accounting based on cost, 50—53 
effect of recording appraisals, 54 
where stock issued therefor is subsequently 
donated, 10
acquired with other assets for lump sum, 30, 32 
annual appropriations for replacement at higher 
levels—exclusion from determination 
of net income, 48, 50—53 
appraisals, 51—52 (dissents), 54 
buy-build-sell-and-lease transactions, 92—94 ( s e e  
a lso  Leases, long-term) 
depreciation and high costs, 50—53  
depreciation on appreciation, 53—54 
emergency facilities, 54-57
excessive costs—exclusion of write-off from de­
termination of net income, 48, 51 
instalment purchase through long-term lease,
93
long-term leases ( s e e  Leases, long-term) 
materials for construction of—exclusion from in­
ventory, 22
profits or losses on sale of, 47 
receivables from sale o f—classification, 18 
short-term debt arising from acquisition of— 
classification, 18
(see a lso  Intangible assets and Reserves)
Flow of cost factors, 24
Footnotes, explanations, and accountants’ qualifica­
tions—prior-year, repeated in compar­
ative statements, 13
Foreign business ( s e e  Foreign operations and for­
eign exchange)
Foreign exchange ( s e e  Foreign operations and for­
eign exchange)
Foreign operations and foreign exchange, 81—85 
consolidation of foreign subisdiaries, 81—82 
intercompany profits where unconsolidated 
subsidiaries—not acceptable practice to 
include, 82
currency devaluation, inherent risk, 84 
material losses from, 84 
disclosure:
foreign earnings beyond amounts received in 
U.S., 81
foreign subsidiaries unconsolidated: 
investment and carrying basis, 82 
surplus previously included in consolidated 
surplus, 82
inclusion of foreign items, 81
Foreign operations  and foreign exchange ( c o n t . )  : 
doubtful realization in dollars and known losses, 
provision for, 81
earnings from, sound procedure for showing, 81 
exchange losses and gains, 82 
realized, 82
unrealized, 81—82, 84—85 (qualified assents) 
major devaluations, 84 
suspense account, where gains, 82, 85 
( qualified assents)
exchange rates used in translation, 82—85 
capital stock, 83 
current assets, 83 
current liabilities, 83 
depreciation, 83 
dividends, 84 
fixed assets, 82 
inventory, 83
long-term receivables and payables, 81, 83—85 
(qualified assent) 
operating accounts, 83—84 
permanent investments, 82 
selection of, where more than one, 81 
substantial change, effect of, 83—84 
unrealized losses and gains from exchange fluc­
tuations, 81—82, 84—85 (qualified as­
sents)
Foreign subsidiaries, 81—82 
Form of statements: 
chapter on:
combined statement of income and earned 
surplus, 13-15
comparative financial statements, 13 
( s e e  u n d e r  th e  f o r e g o in g  h e a d in g s ) 
in c o m e —a ll- in c lu s iv e  vs. c u r r e n t  o p e r a t in g  p e r ­
f o rm a n c e , 44—49
income presentation—avoidance of practice that 
leads to income equalization, 44 
Franchises—fixed term and perpetual, 30 
Freight, double—in pricing inventories, 23 
Funded debt:
cash to be used for payment of, 18 
current maturities, 18
discharge, other than by refunding—treatment 
of discount, etc., 47—49, 98 
payments measured by current transactions, 19 
serial maturities, 18
sinking fund provisions—current requirement, 18 
retired or refunded—treatment of discount, etc., 
47, 95—98 ( s e e  a lso  Unamortized dis­
count, etc., on bonds refunded) 
to be refunded, 19
Gain:
income basically a realized gain, 37, 68 
may not be anticipated, 10, 28 
( s e e  a lso  Profit and Income)
Gain or loss:
n o n - o p e r a t in g  and o p e r a t in g  gains and losses— 
definition, 44 
on stock dividend sold, 38 
( s e e  a lso  Profit and Income)
General and administrative expenses—exclusion 
from inventory costs, except part 
clearly related to production, 23 
General contingency reserves, 33—34 ( s e e  a lso  
Contingency reserves)
Generally accepted accounting principles ( s e e  Ac­
counting principles)
G o in g  c o n c e rn  concept:
financial statements based on, 16 
income statement based on, 44 
Going value, 30 
Gold—inventory pricing, 28 
Goodwill ( s e e  Intangible assets)
Government contracts: 
chapter on, 67—80
cost-plus-fixed-fee contracts, 67—71 
renegotiation, 71—73
terminated war and defense contracts, 73—79
( s e e  u n d e r  f o r e g o in g  h e a d in g s )  
price redetermination, 72 (footnote)
Government securities—offset against Federal tax 
liabilities, 20—21
F
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G uaran tees:
long-term , 19 (footnote) 
servicing and repairs, 19 
under long-term  leases, 92 —94
H
H igh  costs:
and depreciation, 50—53
annual appropriations in contem plation of, 48  
excessive costs of fixed assets, 4 8 , 51
Identified cost, in  inventory pric ing , 24 
Id le facility expense, in  inventory pricing, 23 
Im m aterial items:
cum ulative effect, 12 
dealt w ith  as expediency suggests, 8—9 
Im pairm ent of significance of net income, 32 , 33— 
34, 35 , 4 7 , 51 , 62 , 6 3 -6 5 ,  73 , 84
Incom e:
all-inclusive and current operating performance 
concepts, 45 —49
arbitrary  sh ifting  th rough  use of reserves, 33 
basically a realized gain, 37, 68 
depreciation on  appreciation  chargeable to, 53 
disclosure of effect of change in  basis of pricing  
inventory, 27—28 
equalization:
avoidance of practice th a t leads to , 44 
danger tha t use of distortion as a criterion  
may accom plish, 45
reserves should not be used to  accomplish, 
3 3 -3 4
estimates and assum ptions en ter in to  determ ina­
tion  of, 44
general concepts, 44 —45
inclusion of refund claims based on carry-backs 
and carry-forwards, 65 
long-run, 14, 27 , 44
of corporation  not incom e to stockholder, 38—40 
on stock dividends sold, 38
operating and non-operating—general  definition, 
44
paym ents on  indebtedness m easured by collec­
tion  of—how  classified, 19 
p roper determ ination  th rough  m atching  costs 
against revenues, 22—23 , 24 , 33, 75 
provisions for taxes on, 61 —66 (see also Incom e
stock dividends, 37—39, 4 0 —41 
transactions in  co rpora tion’s ow n stock, 11—12, 
48
w hen it accrues, 10, 28 , 37, 68 , 72 
(see also N e t income)
Incom e and earned surplus: 
chapter on , 44—49 
com bined statem ent of, 13—15 
Incom e earn ing  capacity, 14, 45—46 
Incom e per share, reporting  of, 14, 49 
Incom e statem ent:
affected by estimates and assum ptions, 44  
all-inclusive, 4 5 —47
argum ents advanced against, 4 6 —47 
claims of proponents, 45 —46 
defined, 44—45
allocation of incom e taxes, 61 —66 
and tax re tu rn , differences between, 6 2 —63 
avoidance of equalization an  im portan t objec­
tive, 44
based on going concern concept, 44 
com bined w ith  earned surplus statem ent, 13—15 
com parative, 13
current operating performance, 45 —47 
argum ents advanced against, 4 5 —46 
claims o f p roponents, 46 —47 
defined, 45
general concepts, 14—15, 44 —45 
im portance attached to, 7 , 13, 27 , 4 5 , 95 
operating and non-operating income and charges, 
defined, 44
periodic com pilation of inventory, 22 
possible revision fo r m ajor retroactive renegoti­
ation  refunds, 73
Incom e statem ent ( cont. ) :
tentative instalm ent in long-tim e financial re­
sults, 14, 33
(see also F inancial statem ents, Incom e, and  N et 
income)
Incom e taxes, 61 —66 
allocation:
general concepts, 62—63 
m ethods of applying allocation p rincip le : 
charges to  surplus, 63—64 , 66  ( qualified 
assen t)
credits to  surplus, 63 
com putation of tax effect, 63 
deferred-charge and  estim ated liab ility  ac­
counts, 64 , 66 (qualified  assen t) , 96 
emergency facilities, 56—57 
special treatm en t w hen recom m ended m eth ­
ods not practicable, 64
not applicable w here differences occur regu­
larly or are im m aterial, 61 
only transactions not included in  income 
statem ent considered, 63 
carry-backs, 65
carry-forwards, 65 —66 (and qualified assent) 
com bined w ith  renegotiation refunds, 72 —73 
disclosure of differences betw een taxable and 
ord inary  incom e, 65 — 66  
instalm ent sales, deferred profits, 65 
investm ents, unrealized appreciation , 65—66 
long-term  contracts, deferred profits, 65 
payable and  accrued:
inclusion in  current liabilities, 18 
offset of G overnm ent securities. 20 —21 
offset of o ther assets, 21 
prior-year, 4 7 , 64—65
reduction  arising from  write-off of discount, p re ­
m ium , etc , in  refunding operations, 
6 3 -6 4 ,  9 5 -9 6
special charge— emergency facilities, 56—57 
credit to  deferred taxes, 57 
rates to  be used, 56 
treatm ent follow ing emergency, 56—57 
special charge or credit to incom e in lieu of, 
57 , 63 , 64 , 66  (qualified  assent) 
re am ortization of em ergency facilities, 57 
Inflation, in  relation  to  replacem ent of p lan t facili­
ties, 3 3 -3 4 , 4 8 -5 3 ,  55
Instalm ent or deferred receivables—w hen includible 
in  cu rren t assets, 17
Instalm ent purchase of property  th rough  long-term  
 lease arrangem ent, 92—94 
Instalm ent sales:
incom e taxes on deferred profits, 65 
receivables—classification, 17 
Insurance p repaid—classification, 17 
In tang ib le  assets (acquired through  issuance of se­
curities o r purchased fo r cash), 30—32 
am ortization, 31—32 
discretionary, 31 
classification, 30
cost, in  non-cash acquisitions, 31 
excess of cost of stock of subsidiary over net 
assets at acquisition, 30—32 
in itia l carrying am ount, 31 
lim itation  on  write-off, 32 
m ixed w ith  tangibles, 30, 32 
purchase of subsidiary’s stock or basket purchase 
of assets, 32
segregation of those w ith  lim ited  life, 32 
total or p artia l loss of value, 31—32 
w ith  lim ited term  of existence:
am ortization  over period  benefited, 31 
partia l w rite-dow n, 31, 4 7 —49 
w ith  no lim ited term  of existence: 
am ortization, w hen  appropriate , 31 
discretionary, 3 1
disclosures regarding am ortization, 32 
shareholders’ o r d irectors’ approval, 32 
w rite-dow ns and write-offs, 32 , 4 7 —49 
Intercom pany profits—unconsolidated foreign sub­
sidiaries, 82
Interest prepaid, classification, 17 
In te rnal Revenue Code, Section 130A , 87 (foot­
note)
Inventories:
carrying basis (see Inventory pricing)
definition. 22
disclosure:
I
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Inventories ( c o n t .) : 
disclosure ( c o n t .) :
carrying basis, 19, 24 (footnote), 27, 28 
loss from write-down to lower of cost or 
market, 27
net losses on firm purchase commitments, 
28 -29
when above cost, 28
where practicable, method of determining 
cost, 19—20
exclusion of depreciable assets or goods which, 
when used, are so classified, 22 
inclusion in current assets, 17 
major objective of accounting for, 22—23 
matching costs against revenues, 22—23 
non-commercial businesses, 22 
obsolescence or deterioration, 25, 33 
oil producers—operating materials and supplies 
treated as inventories,22 
periodic compilation necessary, 22 
perpetual inventory records, 22 (footnote) 
primary basis of accounting is cost, 23—24 
public utilities, 22 
reserves:
for losses feared or expected, 33—34, 48 
for pricing according to accounting principles, 
33
retained in termination of war and defense con­
tracts, 74, 75, 77, 79 
retired depreciable asset held for sale, 22 
to be used in producing long-term assets, 22 
trading concern, 22 
Inventory pricing, 22—29
abnormal idle facility expense, spoilage, freight, 
rehandling cost, etc., 23 
above cost, 10, 26, 28 
agricultural products, 28 
conditions which justify, 28 
disclosure, 28 
minerals, 28
packing-house industry, 10 
precious metals, gold, silver, 28 
application of chapter to mercantile and manu­
facturing companies, 22 
balanced quantities, 27 
consistency from year to year, 27
disclosure of significant change and of effect 
on income, 27
cost:
acquisition and production, 23 
application of different methods to different 
parts of inventory, 24 
approximate, 24 (footnote) 
average, 20, 24, (a ls o  footnote 24) 
definition, 23, 24
departure from cost when utility is below 
cost, 25
first-in first-out (FIFO) 20, 24 
flow of cost factors, 24 
identification of specific lots, 24 
is primary basis, 23
last-in first-out (LlFO) 20, 24, 29 (quali­
fied assent)
of goods previously written down, 23 (foot­
note)
recoverable, 29 (dissent)  
replacement, 25, 29
reversed mark-up—retail inventory method, 
24, 26
selection of basis, 24 
standard, 24 (footnote) 
uniformity within an industry, 24 
when higher basis recognized, 28 
work in process and finished goods, 23 
cost or market, whichever is lower ( s e e  lower of 
cost or market, b e lo w )
disclosure:
carrying basis, 19, 24 (footnote), 27, 28
change in basis and effect on income, 
27 -28
identification of standard costs, 24 (foot­
note)
when above cost, 28
where practicable, method of determining 
cost, 20
loss representing write-down to lower of cost 
or market, 27
Inventory pricing ( c o n t . ) :  
disclosure ( c o n t . ) :
net losses on firm purchase commitments,
28 -29
lower of cost or market, 2 5 -2 7 , 29 (dissents) 
applied to items or totals, 26—27 
costs of completion and disposal, 25 
should be applied realistically, 26 
synonymous with c o s t  o r  m a r k e t ,  w h ic h e v e r  
i s  l o w e r ,  25 (footnote)
market:
definition, 25 
when not appropriate, 26 
overheads—inclusions and exclusions, 23—24 
primary basis is cost, 23 
realizable value, 25 
reserve for future decline, 34—35 
selling price, 10, 25—26, 28 
work in process and finished goods, 23
Inventory reserves, 33—34, 48
for losses feared or expected, 33—34, 48 
for pricing according to accounting principles, 
33
Investment companies—provision for income taxes 
on unrealized appreciation, 65—66
Investments;
made for purposes of control, etc., 18 
marketable securities included in current: 
carrying basis not to exceed market, 19 
disclosure of market, 19 
stock dividends and split-ups received, 37—38 
allocation of cost, 38 
subsidiaries:
dividend on, from surplus at acquisition, 10 
excess of cost over net assets at acquisition 
( s e e  Intangible assets) 
exclusion from current assets, 18 
foreign ( s e e  Foreign operations and foreign 
exchange)
unrealized appreciation booked by investment 
companies, provision for income taxes 
on, 65—66
Issue costs, on bonds retired or refunded, 95—98
Items which are equivalent of cash, 17
Land and other natural resources, 18 
Land not acquired for resale—profits or losses on 
sale of, 47
Last-in first-out method of costing, 20, 24, 29 
( qualified assent)
Leases, 30 ( s e e  a lso  Intangible assets)
Leases, long-term:
advance receipt of rental for final period of ten- 
year lease, 18 (footnote) 
bonus payments under, 18 
buy-build-sell-and-lease transactions, 92 
disclosure in financial statements of lessees,
92 -94
as to rentals, 92—93 
as to sale-and-lease transactions, 93 
guarantees under, 93 
liabilities under, 92—93 
not applicable to oil and gas leases, 92 
SEC Regulation S-X, Rule 3-18(b), 92 
( footnote)
where in substance a purchase, 93 
period used as criterion, 92 (footnote) 
prospective fair value of property, 93, 94 
(qualified assent)
rentals:
declining, 92
for similar properties, 93—94 (qualified as­
sent)
used as means of financing, 92 
Legal capital, 39—40 
Liabilities, current, 16—19 
Liabilities under long-term leases, 92—94 
Licenses, 30 ( s e e  a lso  Intangible assets)
Life insurance policies:
cash surrender value—exclusion from current 
assets, 18
loans on—classification, 19 (footnote 1)
LlFO method of costing, 20, 24, 29 (qualified 
assent)
L
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Limitation of charges to earned surplus, 7, 14, 
47, 73. 9 5 -9 6  
Liquidation concept, 16
Loans and advances to affiliates, officers, or em­
ployees—when not current assets, 18 
Loans payable: 
long-term:
payments measured by current transactions,
to provide increased working capital for long 
periods, 19
on life insurance policies—classification, 19 
(footnote 3)
on termination claims—clasisfication, 74, 77 
short-term obligations—classification, 18 
Long-term contracts:
income taxes on deferred profits, 65 
partial performance—accrual, 68—70 
(s e e  a lso  u n d e r  s u b h e a d s  o f  Government con­
tracts)
Long-term debt:
cash to be used for payment of, 18 
retirement or refunding, 95—98 
(se e  a lso  Funded debt and Unamortized dis­
count, etc., on bonds refunded) 
Long-term deferments of delivery of goods or 
services, 18 (footnote)
Long-term leases (se e  Leases, long-term)
Long-term obligations:
periodic payments measured by current transac­
tions—how classified, 19 
serial maturities—classification, 18 
to provide increased working capital for long 
periods, 19 (se e  a lso  Funded debt) 
Long-term warranties—classification, 18 (footnote) 
Loss or gain:
not included in income statement, 61—66 
on foreign exchange, 82 
on stock dividends sold, 38
o p e r a t in g  and n o n - o p e r a tin g ,  general definition, 
44
( s e e  a lso  Profit and Income)
Losses:
in foreign operations, 81—82 
currency devaluation, 84 
in quasi-reorganization, 36 
in utility of intangibles, 31—32 
of a type not usually insured against, 47 
on firm purchase commitments—recognition and 
separate disclosure, 28—29 
on inventory not on hand or contracted for, 34 
on inventory on hand—deterioration, obsoles­
cence, market decline, 25 
separate disclosure of material write-down to 
market, 27
on sales of property not acquired for resale and 
not of type generally dealt in, 47 
time limit for recognition of, 96 
Lower of cost or market (s e e  Inventory pricing) 
Lump-sum payment for tangible and intangible 
assets, 30, 32
M
Machinery not acquired for resale—profits or 
losses on, 47
Maintenance material and parts, 17 
Management:
primary responsibility for accounts, 9
representations as to increased value of prop­
erty, 53
representations as to stock dividends and stock 
split-ups, 40
responsibility of providing for replacement of 
plant, 50, 52
use of supplementary financial schedules, explan­
ations, or footnotes, to explain need 
for retention of earnings, 52 
Mark-downs, as applied to inventories, 26—27 
Market:
definition, as used in phrase l o w e r  o f  c o s t  o r  
m a r k e t ,  25
e ff e c t  of stock dividends on, 39—40 
Market value of temporary investments, disclosure,
19
Marketable securities:
unrealized appreciation taken up by investment 
companies—income taxes on, 65—66 
when included in current assets:
carrying basis not above market, 19 
disclosure of market, 19
Matching costs against applicable revenues, 22—23,
24, 25, 3 3 -34 , 75
Material differences between taxable and book in­
come (se e  Income taxes)
Material extraordinary charges and credits: 
charges tend to exceed credits, 45 
disclosure, 46—48 
exclusion from net income, 47—48
specific examples, 60—61, 64—65, 73, 84, 96, 
97 (se e  a lso  N et income) 
tendency to be overlooked when omitted from 
income statement, 46
Materiality:
opinions apply only to items material and sig­
nificant, 8
opinions apply to group of items whose cumula­
tive effect is material and significant,
9, 12
( s e e  a lso  Material extraordinary charges and 
credits)
Merchandise or stock on hand, 17 
Merger:
legal designation as, not controlling factor in 
differentiation of purchase from pool­
ing of interests, 42 
(se e  a lso  Business combinations)
Mineral products—inventory pricing, 28 
Misleading statements and inferences:
reduction of income through provisions for re­
serves not chargeable thereto, 33—34 
through including material extraordinary or 
prior-year items in income, 45—48, 
61, 6 2 -66 , 73, 84, 96, 97 
Moving expenses deferred, 18 
Municipalities—committee’s attention not directed 
to, 8
N
Necessity, certificates of, 54 
N et income;
concept, differences of opinion as to most useful,
44 -45
deduction of the single item of dividends not 
subject to misconception, 49 
depreciation on appreciation, included in deter­
mination of, 53—54
desirability, over years, of comprehending all 
profits and losses, 14, 47 
disclosure of effect of change in basis of pricing 
inventory, 27—28
effect of accelerated amortization of emergency 
facilities and deferment of income 
taxes, 56—57
effect of stock option and stock purchase plans 
involving compensation, 87—91 
estimated character of, 44 
exclusions from determination of, 33—34,
4 7 -4 8
appropriations for replacement of property at 
higher levels, 48, 50—51, 53 (dis­
sents)
items always excluded, 33—34, 48 
material extraordinary items, 47—48
alternative methods of presentation, 48—49 
committee’s preference, 49 
disclosure, 45—49
n e t  in c o m e  and n e t  in c o m e  a f te r  s p e c ia l  
i te m s —care in designating, 48, 49 
p e r  s h a r e  in c o m e ,  where excluded items,
49
SEC Regulation S-X, item 17, Rule 5-03,
48
specific examples, 60—61, 64—65, 73. 84,
96, 97
write-downs of excessive costs of property, 
48, 50 -5 1 , 53 (dissent) 
general concepts, 44—45
impairment of significance, 32, 33—34, 35,
47, 51 , 62, 63, 65, 73. 84
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N et incom e ( cont. ) :
incom e taxes, treatm ent of (see Incom e taxes) 
indiscrim inate use of term , 4 4 , 48 —49 
per share :
often given undue prom inence, 14, 49 
recom m endations re presentation , 49  
p resum ption  tha t a ll items of profit and  loss 
recognized during  year are used, 47 
p roprie tary  concept, 44 —45
responsibility  to  determ ine by sound methods 
and show clearly, 15, 33
shifting , th rough  reserve provisions no t charge­
able to  revenue, 33 
(see also Incom e)
N et realizable value, inventory p ric ing , 25 
N e t w orking  capital, 16—17 
N ew  Y ork Stock Exchange:
com m ittee on  stock list, 11—12 
correspondence re profits or losses on treasury 
stock, 11—12
recom m endations to, 5, 10 
No-cost settlem ents, 74 , 79 
Non-operating gain o r loss—definition, 44 
N on-profit in stitu tions—com m ittee’s atten tion  not 
d irected to, 8
N on-recurring  incom e credits and charges, 44  
N on-retroactivity  of opin ions, 9 
N otes payable:
on term ination  claim s, 74 , 77 
short-term  obligations, 18 
N otes receivable:
arising  from  unusual transactions, 18 
instalm ent o r deferred, 17
officers, employees, and affiliates—separate dis­
closure, 10
w hen  inc ludib le in  cu rren t assets, 17 , 18
Obsolescence—inventory, 25 
Officers’ accounts, notes, and loans receivable: 
separate disclosure, 10 
w hen excluded from  current assets, 18 
w hen  included in  cu rren t assets, 17 
Offsetting assets and liabilities: 
against Federal taxes on income;
G overnm ent securities, 20—21 
e th e r assets, inc luding  cash—not acceptable 
practice, 21
general p rinc ip le  regarding, 20 
G overnm ent contracts:
loans not to  be offset, 7 4 , 77 
subcontractors’ claims and liabilities th e re ­
fo r—alternative treatm ent, 78—79 
various items, 67 , 68 , 71 , 74 , 78 
O il producers, operating  m aterials and supplies, 22 
One-year concept of cu rren t assets and curren t lia­
b ilities, 16
no clearly defined operating  cycle, 17 
Operating and  non-operating incom e and charges— 
definition, 44  
O perating  cycle: 
definition, 17
w hen  one-year period used, 17 
O perating  supplies:
inclusion in  cu rren t assets, 17 
o il producers, treated as inventory, 22 
O pinions: 
aud ito r’s:
responsibility  fo r clear expression o f opin ion , 
exceptions, etc., 9
re com parative statem ents—specification of 
scope, 13
p rio r:
consideration of, by com m ittee, 8 
re profits o r losses on treasury stock, 11—12 
rules adopted by m em bership , 10 
solicited, 8 , 5 1  
(see also C om m ittee opinions)
O ptions:
in  long-term  leases, 92 —94 
stock, 87—91
O rganization costs (see In tang ib le  assets)
O verhead:
in  inventory pric ing:
not acceptable procedure to  exclude all, 24
O verhead ( cont.) :
in  inventory pricing ( cont.) :
general and adm inistrative expenses excluded, 
except portion  clearly related to  p ro ­
duction , 23
selling expenses excluded, 23—24 
sundry items, 23
O w nership , change in— evidence of purchase ra ther 
than  pooling  of interests, 42
Packing house industry— inventory valuation, 10 
Partial perform ance, 67 , 68—70, 75 
Patents, 30 (see also In tang ib le  assets)
Payables:
incurred  fo r m aterials o r in  p rovid ing  services 
fo r sale, 18
te rm ina tion  loans—presentation , 74 , 77 
(see also Accounts payable and Funded debt) 
Pension p lans—annuity  costs based on  past service, 
8 6 -8 7
benefits expected, 86
chargeable to  current and fu tu re periods, 86—87 
not chargeable to  surplus, 87 
reserves previously provided, 87 
w ritten  off p rio r to issuance of op in ion , 87 
Percentage o f com pletion, 68—70 
Period charges, 23
Periodic net income, 7, 27 , 44 , 53 
periodic paym ents ( see Funded debt)
P erpetual franchises ( see In tang ib le  assets)
P erpetual inventory records, 22 (fo o tn o te )
Per-share earnings;
often given undue prom inence, 14, 49 
recom m endations re presentation, 49 
Pitney, in  Eisner vs. Macomber, 38 
P lant, ( see P roperty, and Leases, long-term )
P lan t costs, excessive—write-offs, 48 , 51 
P ooling  of interests ( see Business com binations) 
Precious m etals—inventory pric ing , 28 
P rem ium  on bond issues retired  or refunded, 47 , 
95—98 ( see also U nam ortized  dis­
count, etc., on  bonds refunded) 
P repaid expenses—w hen included in  current assets, 
17
Price index, 53 
Price level:
in  relation  to inventory, 25—29, 83 
in  relation  to  replacem ent of p lan t facilities, 
3 3 -3 4 ,  48 , 5 0 -5 3
Price redeterm ination , G overnm ent contracts, 71 
(foo tno te)
Pricing of inventories, 22—29 ( see also Inventory 
p ric ing )
P rim ary  responsibility fo r accounts, m anagem ent’s,
9
P rio r opinions ( see O p in io n s)
Prior-year:
charges and credits;
desirability  of inclusion in  net incom e over 
th e  years, 14—15, 47
inclusion in  net income, unless m aterial, 47 
incom e taxes, 64—65, 66  (qualified  assent) 
real and personal property  taxes, 60—61 
earnings, restatem ent w here m ajor renegotiation 
refunds, 73
figures in  com parative statem ents, 13 
Product charges, 23
Production  cost, as applied  to  inventories, 22—23 
P roductive facilities ( see P roperty )
Professional firm s—com m ittee’s atten tion  no t d i­
rected to, 8
P rofit:
deferred, on  long-term  contracts—provision for 
incom e taxes, 65
on foreign exchange— unrealized, 82 
on sales of property, 47 
on stock dividend subsequently sold, 38 
on treasury stock sold, 11—12 
w hen accruable under partia l perform ance of 
contract, 67 , 6 8 -7 2 ,  7 3 , 7 4 -7 5  
w hen deem ed to  be realized, 10, 28 , 68—69, 
72 , 73 , 75
exception in  certain industries, 10 
( see also Incom e)
o
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Profit m argin, in  pric ing  inventories, 25 
Property:
accounting based on  cost, 5 3
effect of recording appraisals, 53 
w here stock issued therefor is subsequently 
donated, 10
acquired w ith  o ther assets for lum p sum , 30—32 
annua l appropriations fo r replacem ent at higher 
levels, 48 , 50—53 
appraisals, 51 , 53 (d issents)
depreciation on appreciation, 53 
buy-build-sell-and-lease transactions, 92—93 ( see 
also Leases, long-term ) 
depreciation and h igh  costs, 50-53 
depreciation on appreciation , 53 
emergency facilities, 54—57 
excess o r abnorm al costs—w rite-off:
excluded from  determ ination  of net income, 
48
im m ediate write-off disapproved, 51 
instalm ent purchase th rough  long-term  lease, 93 
long-term  leases, 92 —94
m aterials for construction of—exclusion from  
inventory, 22
profits o r losses on sale of, 47 
receivables from  sale of, 18 
short-term  debt from  acquisition of, 18 
P roperty obligations:
paym ents m easured by depletion, 19 
short-term , 18
Proprietary concept of net incom e, 4 4 —45 
Pro-rata profit on  contracts, 69—70 
Provision:
fo r all liabilities, 72 
fo r am ortization  of intangibles, 31—32 
fo r declines in  translation  value of foreign  net 
cu rren t and w orking  assets, 82 
fo r depreciation and am ortization  of emergency 
facilities, 54—57
for depreciation of property , 50—53 
fo r depreciation on appreciation , 5 3 
fo r estim ated real and personal property  taxes, 
6 0 -6 1
for excessive costs of fixed assets, 48 
for general purpose contingency reserves, 3 3 -  
34 , 48 
for incom e taxes:
accounting treatm ent, 61 —66 
on  profits on installm ent sales o r long-term  
contracts, 65
on unrealized appreciation taken up  by invest­
m ent com panies, 65—66
for know n losses and for doubtfu l realization  of 
foreign earnings, 81
fo r losses feared o r expected in  connection w ith 
inventories on hand or fu tu re pu r­
chases, 33 , 48
fo r net loss on purchase com m itm ents, 28 
for renegotiation refund, 71 —73 
for replacem ent of property  at h igher levels, 48 , 
5 0 -5 3
for w rite-dow n of inventory to  low er of cost or 
m arket—disclosure, 27
in  quasi-reorganization, for m axim um  probable 
losses or charges, 36
Purchase com m itm ents, net losses o n —recognition 
and separate disclosure, 28—29 
Purchase of a business (see Business com bination) 
Purchase of capital stock by employees, 8 7 —91
Qualifications, footnotes, and explanations, prior- 
year, repeated in  com parative state­
m ents, 13
Q uasi-reorganization or corporate readjustm ent, 
3 5 -3 7
application  of section, 35 , 37 
approval of stockholders, 10, 36 
disclosure:
dating  of surplus, 36 
estimates, 36 
to  shareholders, 10, 35 
effective date, 36
establishm ent and d a ting of new earned surplus 
account, 36
Q uasi-reorganization or corporate readjustm ent,
( cont. ) :
exclusion of adjustm ents from  determ ination  of 
net incom e, 48
exhaustion of earned surplus before recourse to 
capital surplus, 36 
later adjustm ents, 36 
procedure after readjustm ent, 36—37 
procedure in  arriv ing  at fa ir and no t unduly 
conservative balance sheet, 35—36 
procedure in  readjustm ent, 10, 35—36 
subsequent accounting sim ilar to  th a t app ro ­
p ria te  fo r new com pany, 36
R eadjustm ent (see Q uasi-reorganization)
Real and personal property  taxes, 58—61 
accounting treatm ent, 18 , 59—61 
basis m ost acceptable, 60 
disclosure of estim ated character, 59—60 
in financial statem ents, 18—19, 60—61 
legal liability , 58—59 
R ealizable value: 
current assets, 19 
in  inventory pric ing , 25
R earrangem ent of factory layout—deferred cost, 18 
Receivables:
arising from  unusual transactions, 18 
instalm ent o r deferred, 17
officers, employees, and affiliates— separate dis­
closure, 10
w hen includib le in  current assets, 17 
Recoverable cost, as applied  to  inventories, 29 
( d issen t)
R edem ption p rem ium  on bonds refunded, 95—98 
R edeterm ination  of prices under G overnm ent con­
tracts, 71 (foo tno te)
Reduction of invento ry to m arket—segregation of 
substantial and unusual w rite-dow n 
from  cost of goods sold, 27 
R efunding of long-term  deb t—exclusion from  cur­
ren t liabilities of m atu ring  debt to 
be refunded, 19 (see also U nam or­
tized discount, etc., on  bonds re­
funded )
Refunds of excessive profits, 72
Refunds under G overnm ent contracts ( see R ene­
gotiation  )
R ehandling  costs, in  inventory pricing, 23 
Religious organizations—com m ittee’s atten tion  not 
directed to , 8 
R enegotiation, 71 —73
disclosure of uncertainties:
in  addition  to  provision, 72 
w hen no estim ate possible, 72 
provision fo r p robable refunds, 72 
inclusion in  current liabilities, 72 
possible disclosure of basis, 72 
treatm ent in  incom e statem ent:
alternative treatm en t—separate charge, sep­
arate from  or in  com bination  w ith  
taxes on  incom e, 73
deduction from  sales, p referred  treatm ent, 
72
refunds for p rio r years, 73
difference between provision and actual—ac­
counting treatm ent, 73 
revision of, p rio r year’s statem ent, 73
Rent:
disclosures, long-term  leases, 92 —94 
payable—classification, 18
paym ents on  indebtedness m easured by collec­
tion  of—how  classified, 19 
p repaid—classification, 17
received for final period  of ten-year lease, not 
current, 18 (foo tno te)
Reorganization, corporate, 10, 35—37 (see also, 
Q uasi-reorganization)
R eplacem ent cost:
in  inventory pricing, 25 , 29 
of productive facilities:
annua l appropriations fo r replacem ent at 
h igher levels—exclusion from  deter­
m ination  of net incom e, 4 8 , 50 , 52— 
5 3 ( d issents)
as depreciation basis, 50—53
Q
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Replacement cost ( c o n t . ) :
of productive facilities ( c o n t . ) :
write-off of excessive costs, 48, 50—53 
Representations by management:
as to increased valuation of plant—effect on de­
preciation and income determination,
53
as to stock split-ups and stock dividends—effect 
on accounting, 39, 40 
Reproduction cost, in inventory pricing, 25 
Research and development:
deferred costs not includible in current assets, 
18
in connection with development and mainte­
nance of intangibles, 30, 31
Reserves:
contingency, 33—34
balance-sheet classification, 34, 53 
exclusion of charges and credits from deter­
mination of net income, 34, 48 
no costs or losses chargeable, 34 
no transfers to income, 34, 48 
not to be used to relieve income of future 
years, 33—34
depreciation ( s e e  Depreciation and high costs 
and Emergency facilities) 
estimated or accrued liabilities:
effect of charges thereto on tax allocation, 
6 1 -6 2 , 65
inclusion in current liabilities, 19 
estimates of indeterminate losses, in readjust­
ment, 36
future taxes, 56—57, 65 
inventory:
for losses feared or expected, 33—34, 48 
for pricing according to accounting princi­
ples, 33
not to be used for the purpose of equalizing 
income, 33—34 
pension, 87
replacement of property at higher levels: 
classification, 5 3 ( dissents) 
provision excluded from determination of 
net income, 48, 50—51, 53 (d is­
sents )
uncollectible accounts, 19 
unearned discounts, 19 
unused portion, transfer of, 47, 48, 62 
Responsibility:
of auditor, respecting opinion, 9 
of management:
for company accounts, 9 
r e  retention of earnings, 50, 51—52, 53 
( dissents)
to determine income by sound methods and to 
show it clearly, 14—15, 33 
Retail method, in inventory pricing, 24, 26 
Retirement of capital stock—profits or losses on, 
11
Retirement of long-term debt—maturing debt to 
be refunded not current liability, 19 
( s e e  a l so  Debt discount and expense) 
Retroactivity of opinions, 9
Revenues, payments on indebtedness measured b y -  
how classified, 19
Reversed mark-up, in inventory pricing, 24 
Revolving fund, CPFF contracts, 68, 71 
Rights, subscription, 87—91 
Riots, losses resulting from, 47 
Royalties—balance-sheet classification: 
accrued liability, 18 
prepaid, 17
Rules adopted by membership, 10 
Amplification of Rule No. 2, 35—37
Salaries and wages accrued, 18 
Sale of capital stock to employees, 87—91 
Scientific organizations—committee’s attention not 
directed to, 8
Scope of accountant’s report—specifying, in com­
parative statements, 13
Secret processes, 30 ( s e e  a l so  Intangible assets) 
Securities ( s e e  Investments)
Securities and Exchange Commission, 47, 92 
( footnote)
Sell-and-lease transactions, 92—94
Selling expenses—not part of inventory costs, 23-
24
Selling price;
pricing inventory at, 10, 25, 28 
disclosure, 28
S e p a r a te  e n t i t y  concept of corporation accounting,
37
Serial maturities ( s e e  Funded deb t)
Servicing of products—inclusion of estimated lia­
bility in current liabilities, 18 
Shifting of profits ( s e e  Equalization)
Short-term debts from acquisition of capital assets 
—inclusion in current liabilities, 18 
Significance, 8—9, 12, 47, 51
in relation to material charges and credits—in­
come and earned surplus, 47 
of profit affected by basing depreciation on cur­
rent values, 50—51
opinions apply only to items material and sig­
nificant, 8, 12
Silver—inventory pricing, 28 
Sinking funds:
cash to be used for payment of, 18 ( footnote) 
obligation for payments—inclusion in current 
liabilities, 18 
Sixteenth Amendment, 38
Special committee on cooperation with stock ex­
changes, 11—12
Special items excluded from net income ( s e e  Net 
income)
Spoilage, in inventory pricing, 23 
Standard costs—adjustment to other basis, 24 
( footnote)
Stated capital—pooling of interests, 43 
Statements:
combined— income and earned surplus, 13—15
comparative, 13
income ( s e e  Income statement)
supplementary, 52
( s e e  a l so  Financial statements)
Stock dividends and stock split-ups, 37—41 
as to issuer:
capitalization of earned surplus: 
amount:
fair value of shares issued, 38 
in excess of legal requirements, 39—40 
factors affecting need for, 39—40 
legal requirements, 39—40 
percentage and probable effect on mar­
ket, 39—40
recurring split-ups, 40 
representations to shareholders, 40 
stock closely held, 39 
corporate action:
avoidance of word d i v i d e n d ,  as to large 
issuances, 39, 41 (dissent) 
disclosure, 39—40, 41 (dissent) 
issues in excess of 20-25% : 
effect on market, 39, 40 
when capitalization of earned surplus not 
called for, 39, 41 (dissent) 
issues less than 20-25% :
as distributions of earnings, 39 
effect on market, 39
recommendation r e  capitalization of earned 
surplus, 39, 40, 41 (qualified as­
sent)
legal requirements, 39—40 
as to recipient, 37—38 
allocation of cost, 38
corporate income not income to shareholder 
until distributed, 37—39, 40—41
( dissent and qualified assents)
E i s n e r  v s .  M a c o m b e r  (252  U.S. 1 8 9 ),
38
parent dividend from subsidiary, 38, 39, 4 0 -  
41 (dissent and qualified assents) 
public concept as income, 39 
stock dividend defined, 37 
stock split-up defined, 37 
stock split-ups, 39—41
stock split-ups in form of dividends—recom­
mended term, 39
when dividend becomes split-up, 39 
Stock (merchandise) on hand, 17
s
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Stock option and stock purchase plans—compen­
sation involved in, 87—91 
disclosure—status of plan and exercise of op­
tions during period, 91
Federal Salary Stabilization Board, rules and 
regulations, 87 (footnote)
Internal Revenue Code, Section 130A, 87
(footnote), 89 (footnote) 
issuance of stock, accounting for, 91 
lapse of option—accounting treatment, 94 
(qualified assent) 
manner of measurement, 90 
period over which apportioned, 91 
rights involving compensation—description, 88 
rights not involving compensation—description, 88 
time of measurement, 88—90 
Stock rights, 87—91 
Stock split-ups, 37—41
Study Group on Business Income, 52 (footnote)
Subcontractors’ claims, 78—79
Subscription lists, 30 ( s e e  a l so  Intangible assets)
Subscription rights, 87—91
Subsidiary companies:
dividend to parent, 10, 40—41 (dissent and 
qualified assent)
earned surplus at acquisition, 10 
of a pooled company, 43 
earned surplus in quasi-organization, 35—36 
foreign, 81—85 
consolidation, 82
operations, 81—85 ( S e e  a l so  Foreign oper­
ations and foreign exchange) 
income not income to parent, 38, 40—41 (dis­
sent and qualified assents) 
receivables from: 
segregation, 10
when includible in current assets, 17 
( s e e  a l so  Business combinations and Invest­
ments: subsidiaries)
Supplementary financial schedules, explanations, 
or footnotes to explain need for re­
tention of earnings, 52 
Supplies—inclusion in current assets, 17 
Surplus:
appreciation of property—treatment of credit, 
54 (qualified assents) 
charges and credits to:
tendency to restrict, 7, 14 
transactions in company’s own stock, 11-12 , 
48
( s e e  a l so  Charges and credits to surplus) 
combined statement of income and, 13—15 
sale of donated stock, treatment, 10 
substitute term for, 5
taxes attributable to charges and credits to 63— 
64, 66 (qualified assent)
( s e e  a l so  Earned surplus, Capital surplus, and 
Income and earned surplus)
Surplus reserves ( s e e  Reserves: contingency) 
Suspense account—unrealized gains on foreign ex­
change, 82
Tax Notes, Treasury—offset of, 20 
Tax savings—consideration in granting percentage 
certificates, 54—55
Taxable income, when different from book income 
( s e e  Income taxes)
Taxes:
balance-sheet classification: 
accrued, 18, 60 
prepaid, 17
( S e e  a l so  Income taxes and Real and personal 
property taxes)
Terminated war and defense contracts, 73—80 
deferred and capitalized items, 76, 77 
determination of claim, 74, 75—76 
formula settlement, 76 
profit includible, 75—76 
disclosure, 74, 77
advances deducted 74, 77 
claim, segregation, 74, 77 
cost and profit elements accounted for in 
sales, 74, 77
relationship of advances to possible claim, 77
Terminated war and defense contracts ( c o n t . ) :
disclosure ( c o n t . ) :
segregation from claims against other con­
tractors, 77
subcontractors’ claims not reasonably deter­
minable, 79
undeterminable elements, 74, 76 
disposal credits, 74, 79 
inventory retained, 74, 75, 77, 79 
n o - c o s t  settlements, 74, 79 
presentation in financial statements, 73—80 
advances, 74, 77 
before recording claim, 77 
classification of claim, 74, 77 
costs and expenses, 74, 77 
disposal credits, 74—79 
inventory items reacquired, 74, 77 
inventory items, n o - c o s t  settlements, 74, 79 
loans, 74, 77
offsets, 67, 68, 71_, 74, 78 
subcontractors’ claims, 78—79 
subcontractors’ claims, 78—79 
alternative treatments, 79
disclosure of claims not reasonably determin­
able, 79
provision for probable loss, 78 
when profit accrues, 73, 74—75 
where claims are undeterminable, delaying fi­
nancial statement, 76 
Termination cost memorandums, 75 
Termination loans, 74, 77
Third persons, collections for account of, 18—19 
Ticket sales—advance, 18 (footnote)
Time limit for recognition of losses and expenses,
96, 97
Tobacco industry—operating cycle, 17 
Trade names, 30 ( s e e  a l so  Intangible assets)
Trade receivables and payables, 17, 18 
Trademarks, 30 ( s e e  a l so  Intangible assets)
Treasury stock: 
as an asset, 10 
dividends not income, 10 
profit or loss on sale, 11, 12, 48 
Treasury Tax Notes, 20
U
Unamortized debt discount and expense ( s e e  Debt 
discount and expense)
Unamortized discount, issue cost, and redemption 
premium on bonds refunded, 95—98 
amortization: 
accelerated, 97
over life of new issue unacceptable, 97—98 
( dissent and qualified assent) 
preferred method, 96—97, 98 (dissent) 
tax reduction, 64, 96
when life of new issue shorter than unex­
pired life of old, 98
discharge, o ther than  by refund ing , 4 7 —49 , 97— 
98
disclosure of method and annual charge, 98 
public utility, 98 ( dissent) 
write-off, 47—49, 96, 98 (dissent) 
not to capital surplus, 98 
tax reduction, 63—64, 95—96 
Unamortized discount, etc., on funded debt re­
tired before maturity, 47—49, 97—98 
Unbilled costs and fees under contracts, 67, 71 
( s e e  a l so  Government contracts)
Uniformity:
in accounting, 7—8 
in depreciation bases, 50—51 
in inventory pricing within industries, 24 
( s e e  a l so  Consistency)
Uninsured losses of a type not customarily insured 
against, 47
United States Government securities—offset against 
Federal income taxes, 20—21 
United States Treasury Tax Notes, 20 
Unrealized appreciation booked by investment 
companies—tax provision, 65—66 
Unrealized appreciation of property, 53—54 
Unrealized profit, 10, 28 
Unused excess-profits credits, 65—66 
Unusual sales of assets, 47
T
Ch. 17] APPENDIX A 121
V aluation of inventories ( see Inventory p ric ing ) 
V oting procedure in  adopting  opin ions, 8
w
W ages and salaries accrued—classification, 
W ar contracts ( see G overnm ent contracts) 
W ar losses, 47 
W arranties:
long-term — classification, 18 (fo o tn o te )
18
W arranties ( cont. ) :
servicing and repairs—classification, 18 
under long-term  leases, 92—94 
W ork ing  assets, 16—17 
W ork ing  capital:
application  of G overnm ent securities against tax 
liabilities, 20—21
current assets and current liabilities, 16—20
( see under these headings)
W rite-off or w rite-dow n:
bond discount, prem ium , etc., 4 7 —49, 96 , 93 
excessive or abnorm al costs, 67 —71 
intangibles, 4 8 , 50—5 3
inventory to low er of cost o r m arket—separate 
disclosure of m aterial loss, 27
V
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Financial Statement 
Presentation
BY VIRGIL S. T ILLY
T he fin a n c ia l  statem ent  is a tabulation showing the results of the 
financial transactions of a business. An official publication of the 
American Institute of Accountants says: 1
“Financial statements are prepared for the purpose of presenting a periodical 
review or report on progress by the management and deal with the status of 
the investment in the business and the results achieved during the period 
under review. They reflect a combination of recorded facts, accounting 
conventions, and personal judgments; and the judgments and conventions 
applied affect them materially. T he soundness of the judgments necessarily 
depends on the competence and integrity of those who make them and on 
their adherence to generally accepted accounting principles and conventions.”
T his chapter is concerned with financial statement construction and 
presentation. Its emphasis is on the financial statements of corporate 
commercial enterprises which are not subject to government regulation. 
T o  a considerable extent, however, the discussion also is applicable to 
the preparation of the statements of business concerns which are operated 
as partnerships and proprietorships.
This chapter assumes a knowledge of those principles of accounting 
which are generally accepted by the profession as the basis for published 
financial statements.
SIGNIFICANCE OF FINANCIAL STATEMENTS 
The Corporate Annual Report
In recent years corporate managements have developed the public 
relations aspects of their financial affairs through the use of the corporate 
annual report. In the larger concerns these documents have tended to 
become more and more elaborate and include a wide variety of informa­
tive material in addition to the accounting statements. Besides attractive 
art work and the extensive use of graphic presentation these reports rely 
on descriptive material which is frequently cast in the form of a “presi-
1 See references at end of this chapter.
American Ins ti tu te  of Accountants  
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dent’s letter.” Some of the subjects which are commonly covered are 
general business conditions, company history, future outlook, prices, em­
ployee training and a wide variety of other subjects deemed to be of 
interest to the various groups which turn  to the corporate annual report 
for information. These annual publications invariably include, of course, 
the principal financial statements and frequently display also various 
supplementary statements and statistical tabulations. T he reports of most 
corporations which publish their statements also prominently display the 
certificate of an independent certified public accountant.
The Principal Statements
T he principal statements* are the balance sheet (Exhibit 1), the state­
ment of income (Exhibit 2) and the statement of retained earnings 
(Exhibit 3). An additional report often presented is the statement of 
source and application of funds (Exhibit 8). This latter statement is 
presented in a variety of forms and carries a num ber of titles including 
the caption ‘‘Sources of Net Current Assets” (Exhibit 17). T he ‘‘funds” 
statement is analytical in character and uses inform ation derived from 
other statements; therefore, many accountants do not classify it as a 
primary statement.
A balance sheet is a statement of the financial condition of the enter­
prise at a particular point in time. Usually it carries the closing date 
of a financial period. It has been defined as ‘‘A tabular statement 
or summary of balances (debit and credit) carried forward after an 
actual or constructive closing of books of account kept by double­
entry methods, according to the rules or principles of accounting.” T he 
items reflected on the two sides of the balance sheet are commonly called 
assets and liabilities, respectively (Exhibit 1). Commonly the balance 
sheet is presented in this form with the assets on the left side and the 
liabilities and capital on the right side. Of recent years an alternative 
form has been developed; under this form the balance sheet is not pre­
sented in account or balancing form, but instead is arranged vertically 
and brings out subtotals deemed significant, such as net working capital 
(Exhibit 15).
T he statement of income is a report which displays the revenues of 
the period, the costs which are deemed appropriate to be matched with 
those revenues, and a resulting amount of net income. Different forms are 
in current use for statements of income; the two principal types are 
conventionally known as the multistep statement (Exhibit 2) and the 
single-step statement (Exhibit 10). T he single-step statement is prepared 
frequently with variations which modify its single-step character, such as 
setting the Federal income tax out separately (Exhibit 16).
T he statement of retained earnings, which also may be captioned the
* See Appendix B for a set of financial statements (Exhibits).
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“statement of retained income” or the “statement of earned surplus,” dis­
plays the changes in capital arising from transactions in earned capital ac­
counts. Inasmuch as the statement of income shows the changes in earned 
capital arising from the “net income” for the period and the statement of 
retained earnings shows all other changes in earned capital, the two 
statements are sometimes combined (Exhibit 12). Furthermore, even 
when the statement of income and the statement of retained earnings are 
not combined, the statement of income may be arranged in such a way 
as to show certain charges and credits which appear below the am ount of 
“net income,” or in the alternative, may show a subtotal captioned 
“operating income” with debits and credits appearing between this sub­
total and the am ount captioned “net income.” It is apparent, therefore, 
that there is a rather wide diversity of current practice with regard to the 
construction of statements of income and statements of retained earnings.
Special Purpose Statements
T he balance sheet, statement of income and statement of retained earn­
ings are prepared from the standpoint of the stockholding interest. 
Nevertheless, they are used by, and are in fact intended to give informa­
tion to, other interested groups such as creditors; therefore, they are 
commonly called general-purpose or all-purpose statements, though it 
must be recognized that they are not in fact invariably satisfactory for 
the purposes of all users. Corporations frequently publish a wide variety 
of additional inform ation in the form of special-purpose or single-purpose 
statements. T he American Institute of Accountants’ statistical compila­
tion on “Accounting Trends and Techniques,” 2 (which is hereafter 
referred to as “Trends”) shows that in the statements of 600 larger com­
panies the annual reports of which were subjected to study, the following 
additional certified statements and supplementary schedules were pre­
sented: statements applicable to domestic subsidiaries, 24; foreign sub­
sidiaries, 22; parent companies, 8; change in working capital, 14; sum­
maries, 13; miscellaneous, 8. “Trends” also lists the following certified 
supplementary schedules: fixed assets and depreciation, 62; inventory 
composition, 45; long-term indebtedness, 37; stockholders’ equity, 36; 
investments, 55; miscellaneous, 76.
It is, of course, common practice to give in supplementary schedules 
in audit reports (though infrequently in reports to stockholders) the 
supporting details on income statement items such as cost of goods sold 
(Exhibit 4); and selling and administrative expenses (Exhibit 5).
Limitations of Financial Statements
T he wide variety of additional inform ation which corporations find 
it desirable to present in the president’s letter, supplementary statements 
and otherwise, stems from the apparent limitations of the three primary
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statements. W hile accounting statements give the appearance of com­
pleteness and exactness, they do not actually cover all matters which are 
of importance in evaluating the current status and future prospects of a 
business concern.
Professional accountants, of course, are aware that judgm ent and ac­
counting conventions play a large part in the construction of the pub­
lished financial statements and that, therefore, the appearance of 
exactness is not necessarily expressive of the true situation.
Furthermore, a num ber of real assets of a concern such as the value of 
its reputation and the standing of its products with consumers, com­
petitive position, the loyalty, morale and caliber of its management and 
employees, and other factors which cannot and are not conveniently 
expressed in financial terms on published statements, are im portant.
Due to the substantial increase in the price level since the beginning 
of W orld W ar II there has been in recent years a considerable am ount of 
research and discussion devoted to the effect of changing prices on the 
financial statements of business concerns. This subject, which is outside 
of the scope of this chapter, can be studied by reference to a considerable 
body of literature including articles in the accounting journals and the 
reports of committees of various professional bodies. It is im portant 
here principally because some suggestions have been made for reflecting 
the effects of price level changes in supplementary financial statements.
Comparative Statements and Consolidated Statements
Statements are frequently prepared in comparative form (Exhibits 6 
and 7). T his form may be used on primary statements or on supple­
mentary statements. W ith reference to the desirability of the comparative 
form, the American Institute of Accountant’s committee on accounting 
procedure in Accounting Research Bulletin No. 6 3 said:
“ T h e  in c re a s in g  use of co m p a ra tiv e  s ta tem en ts  in  th e  a n n u a l  re p o rts  of com ­
p a n ie s  is a step  in  th e  r ig h t  d irec tio n . T h e  p rac tice  e n h an ces  th e  significance 
o f th e  re p o rts , a n d  b rin g s o u t  m o re  c learly  th e  n a tu re  a n d  tren d s  of c u rre n t  
changes affec ting  th e  e n te rp r ise . T h e  use o f s ta te m en ts  in  co m p ara tiv e  fo rm  
serves to  increase  th e  r e a d e r ’s g rasp  of th e  fac t th a t  th e  s ta te m en ts  fo r  a 
series o f p e rio d s  are  fa r  m o re  s ig n ifican t th a n  those  fo r a sing le  p e r io d  — th a t  
th e  s ta te m en ts  fo r  o n e  y ea r are b u t  o n e  in s ta llm e n t o f w h a t is e ssen tia lly  a 
c o n tin u o u s  h is to ry .”
“Trends” shows that of the 600 companies, 397 presented some (101) 
or all (296) of the customary certified statements in comparative form. 
In 1946 only 245 of these concerns used the comparative form.
Corporate entities which are legally distinct but which are linked 
through common control customarily prepare consolidated statements. 
These statements present the combined position and results of operations 
of a group of corporations operating as an economic unit (Exhibits 11-14, 
inclusive).
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Omission of Cents
A ccord in g  to “T r e n d s ,” the n u m b er  o f  the 600 concerns w h ich  o m it  
cents in  th e ir  p u b lish ed  fin an cia l sta tem ents has risen  from  254 in  1946 
to 440 in  1951; 160 concerns c o n tin u e  to  p resen t p en n ies . Som e p u b lish ed  
sta tem ents rou n d  am ou n ts to the nearest h u n d red  or even  to the nearest  
th ou san d  dollars. O b v iou sly , th is is p erm iss ib le  o n ly  in  very large  
concerns.
Tools of Construction and Presentation of Financial Statements
T h e  too ls o f con stru ction  an d  p resen ta tion  o f fin an cia l sta tem ents co n ­
sist o f (in  a d d it io n  to a lan gu age , a n u m er ica l system  an d  a system  of  
m oney) a cco u n tin g  p r in cip les, con ven tion s , ru les and  concepts:
Language — a system of conventionalized signs; that is, words or gestures 
having fixed meanings; the body of words and methods of combining words 
used and understood by a considerable community.
Principle — a comprehensive law or doctrine, from which others are derived, 
or on which others are founded.
Convention — a general agreement or concurrence, as the basis of any custom, 
or as embodied in any accepted standard method; fixed usage; conventionality. 
Rule — a prescribed guide for conduct or action; a governing direction; an 
authoritative enactment; a regulation.
Concept — a thought, an opinion; an idea, as distinguished from a percept. 
Money — anything customarily used as a medium of exchange and measure 
of value, as the dollar in the United States, the pound in England, the franc 
in France, et cetera.4
It  is d esirab le th at the readers o f fin an cia l sta tem en ts u n d erstan d  the  
lim ita tio n s  in h eren t in  the too ls o f p resen ta tion . I t  is o b v io u s  th at on e  
can n ot read w ith  u n d ersta n d in g  an h istor ica l accou n t w ritten  in  C h inese, 
unless h e  und erstan ds the lan g u a g e  em p loyed . C om parab ly , the reader  
o f fin an cia l sta tem ents m ust u n d erstan d  the lan gu age , p r in c ip les , co n v en ­
tions and  ru les em p lo y ed  in  the p rep ara tion  o f a cco u n tin g  statem ents, or 
the m aker o f the sta tem en t fa ils  to con vey  an  accurate report o f the  
a cco u n tin g  o f the en terprise.
In  p rep arin g  fin an cia l sta tem ents for p u b lic a tio n , the reader is p ictu red  
as an  “o u ts id er .” T h e  p u b lish er  o f the sta tem en t is su bject to the p r in ­
c ip le  o f ad eq u ate  d isclosure; this p r in c ip le  requ ires h im  to use h is best 
efforts an d  ju d g m en t to assure a fu ll, accurate, an d  clear p resen ta tion  to  
those w h o  are q u a lified  to read  the statem ents. T h e  fo llo w in g  sta tem en t  
is p ertin en t;
“All financial statements submitted to stockholders, to creditors or for man­
agerial purposes are of necessity a condensation to some extent of the com­
plete accounts of the company. Otherwise the statements would be so 
voluminous and unwieldy as to poorly serve their purpose. They would 
tend to confuse rather than clarify. The process of condensation involves 
both accumulation and selectivity: accumulation of items of essentially simi­
lar nature and selectivity of those items or accumulations justifying a place in 
the final statement.
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Such selectivity must be governed by judgment as to the materiality of the 
item given such a place. Since all items in the accounts of a reasonably 
sized company cannot be displayed, it follows that the importance of the 
item from the standpoint of the parties at interest must be given considera­
tion. In a periodic report to stockholders, is the item one that they should 
specifically know about? Would it aid in judging the efficiency or otherwise 
of the management? Would it aid in determining an informed decision 
as to buying or holding or selling the securities of the company? Whether 
it does or does not comply with some theoretical standard of disclosure is, 
we believe, of little interest to the stockholder unless it answers one of the 
above questions . . . ”
PROBLEMS OF PRESENTATION
Language of Accounting Statements — Terminology and Classification
T h e language of statem ent presentation involves two basic concepts — 
term inology and classification.
A ccounting is the work or art of an accountant. T h e term inology of the 
accountant is nonexact, as it m ust be in  fields other than in the physical 
sciences. Even the term “accounting” has been exam ined several times 
by com m ittees of the Am erican Institute of A ccountants for definition  
purposes.5
W hen words have m eaning to only one person or to one group o f  
persons, they are not useful in  statem ents to be given w ide distribution. 
T h e accountant does n ot know who w ill use his statem ents. T o  the extent 
practical his terms should have w idely understood m eaning.
Johnson states this concept very w ell w hen he says:
‘‘As to the language of accounting statements, there is no sound reason for 
insisting that the technical product of the accountant — the balance sheet 
and the statement of income — should be so utterly simplified that it will be 
possible for all laymen to understand them. The reports of accountants 
should be couched in language that is clear to those who are qualified to read 
them, i.e., to those who are reasonably well educated in the theory and prac­
tice of accounting. The specifications of the architect are understandable 
to other architects and to those who are responsible for the execution of his 
plans. But extreme simplicity of phraseology is no more to be required of 
the accountant than it is of the architect or other professional person. In 
the final analysis, this particular problem is essentially one of asking that 
the users of accounting reports be qualified to read them intelligently. This 
does not imply that the accountant is not without responsibility. He should 
strive to inject the maximum degree of clarity into his reports.”6
Classification is to an accounting statem ent what sentences, nouns, 
verbs, and paragraphs are to a writer. L ittle if any m eaning can be 
obtained from an accounting statem ent in w hich the assets are m ixed  up  
w ith the liab ilities, or retained earnings w ith  the cash.
G enerally accepted practice in statem ent classification w ill assist the 
inform ed reader to understand financial statements. D eviations from
6
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accepted practice should be adopted cautiously to assure that they are 
supported by substantial grounds.
Generally accepted terminology and classification are used in the model 
statements shown in Appendix B to this chapter, but other terminology 
and classification is frequently employed. Words are constantly in a 
state of flux in the accounting profession. Standardization of the termin­
ology of accounting is probably impossible, but some uniformity may 
well be desirable. Therefore, a continuing study must be made by the 
accounting practitioner of his methods of presentation in financial 
statements.
Principles and Conventions of Statement Presentation
The following principles, conventions and rules are relevant to pub­
lished financial statements.
Significance or Materiality
Accounts, items or amounts which are not significant in degree need 
not be shown separately. Materiality is an overriding principle in that 
the requirements of all other principles, conventions and rules are not 
controlling if the item is not significant with relation to the financial 
statement, read as a whole.
The principle of materiality is universally recognized in accounting 
literature. The Securities and Exchange Commission has stated in 
Regulation S-X:7
“Rule 3-02. Items not material.
If the amount which would otherwise be required to be shown with respect
to any item is not material, it need not be separately set forth in the manner
prescribed.”
Basis
The principle of basis in statement presentation is given authoritative 
expression in the following quotations:
“The best practice in presenting financial statements is to indicate therein 
the bases on which the more important items are set forth.” 1
“Generally book or balance sheet values represent cost to the accounting 
unit or some modification thereof; but sometimes they are determined in 
other ways, as for instance on the basis of market values or cost of replace­
ment, in which cases the basis should be indicated in financial statements.” 8
Conventionally, it is presumed that the accounts in a balance sheet 
which reflect expenditures are stated on the basis of historical costs. It 
is on the basis of such costs that management is charged with its account­
ability. A balance sheet rarely if ever reflects the realizable value of a 
business enterprise.
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Consistency
Another principle of financial statement preparation is the consistency 
requirement. It has been expressed as follows;
“If there has been any change as compared with the preceding period, 
either in accounting principles or in the manner of their application, which 
has had a material effect on the statements, the nature of the change should 
be indicated.” 1 __________
“Footnotes, explanations and accountants’ qualifications already made on 
the statements of the preceding year should be given, or at least referred to, 
in comparative statements. If, because of reclassifications or for other rea­
sons, changes have occurred in the basis for presenting corresponding items 
for the two periods, information should be furnished which will explain 
the change. This is in conformity with the well recognized rule that any 
change in practice which would affect comparability should be disclosed.” 3
“S.E.C. Rule 3-07. Changes in accounting principles and practices and 
retroactive adjustments of accounts.”
“Any change in accounting principle or practice, or in the method of apply­
ing any accounting principle or practice, made during any period for which 
financial statements are filed which affects comparability of such financial 
statements with those of prior or future periods, and the effect thereof upon 
the net income for each period for which financial statements are filed, shall 
be disclosed in a note to the appropriate financial statement.”
Full Disclosure
So that the reader may reach decisions concerning financial statements 
in full confidence that he has all necessary information, the principle of 
full disclosure has long been a basic one in statement presentation. W hile 
management must finally determine the extent to which inform ation must 
be given in the company’s financial statements, the accountant has grave 
responsibilities with respect to the statements.
“The responsibility of the accountant in respect to financial statements used 
in registration statements and prospectuses has been discussed in several 
opinions of the Securities and Exchange Commission and is the subject of 
a number of its rules. Specifically, the accountant is responsible for the 
examination and review of those financial statements used in the registra­
tion as to which he undertakes to express his expert opinion. His responsi­
bility relates not only to the propriety of what is set forth, but also to the 
inclusion of such information as is necessary to make the statements not 
misleading.” 9
W hen adequate disclosure cannot be secured w ithin the bodies of the 
financial statements, explanatory footnotes are employed. Such footnotes 
are intended to have the same significance as if they were in the body of 
the statement; they are considered to be an integral part of, and are 
usually referred to in, the statements.
Generally, it is desirable that the same statements be used by a com­
pany for all purposes. Frequently, however, companies which issue 
published reports to stockholders prefer to omit details which are helpful 
to particular users such as management and creditors.
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The principle of full disclosure can be violated by (1) failure to disclose 
significant data with the result that the financial statements are mislead­
ing; and (2) a classification or combination within the statements which 
causes the reader to be misled concerning the nature or significance of 
the item.
For example, failure to reveal the information required by Accounting 
Research Bulletin No. 38, “Disclosure of Long-Term Leases in Financial 
Statements of Lessees,”10 would be a violation of category (1). T he 
presentation of a general contingency reserve as a proper charge in the 
income statement would be a violation of category (2), because the item 
is an appropriation of retained earnings and, in line with Accounting 
Research Bulletin No. 28,11 should be charged directly to retained 
earnings.
The offsetting of liabilities against assets or assets against liabilities in 
the balance sheet (“netting”) is not proper. An exception is amounts 
due from and to the same person, provided the amounts legally can be 
offset on settlement. It also is common (though not universally accepted) 
to offset tax notes issued by the U nited States against Federal income tax 
liabilities.
Regulation S-X of the Securities and Exchange Commission prescribes 
many rules of disclosure. T he bulletin on “Examination of Financial 
Statements by Independent Public Accountants”1 lists accepted disclosure 
practices. A num ber of the research bulletins of the committee on ac­
counting procedure deal primarily with disclosure in the presentation of 
financial statements. An interesting statement of minim um  standards of 
disclosure in financial statements was issued by the Dominion Association 
of Chartered Accountants (now the Canadian Institute of Chartered Ac­
countants) in 1946.12
Rule 5 of the “Rules of Professional Conduct” of the American Insti­
tute of Accountants states in regard to disclosure;
“In expressing an opinion on representations in financial statements which
he has examined, a member shall be held guilty of an act discreditable to the
profession if
a. he fails to disclose a material fact known to him which is not disclosed in 
the financial statements but disclosure of which is necessary to make the 
financial statements not misleading; or
b. he fails to report any material misstatement known to him to appear in 
the financial statements; or
c. he is grossly negligent in the conduct of his examination or in making his 
report thereon; or
d. he fails to acquire sufficient information to warrant expression of an 
opinion, or his exceptions are sufficiently material to negative the expres­
sion of an opinion; or
e. he fails to direct attention to any material departure from generally ac­
cepted accounting principles or to disclose any material omission of 
generally accepted auditing procedure applicable in the circumstances.”
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THE BALANCE SHEET
“Trends” shows that 483 of the 600 companies are currently employing 
the caption “balance sheet” ; that 74 companies are employing the caption 
“financial position”; that 35 companies are currently employing the cap­
tion “financial condition”; and that the remaining 8 companies employ 
other titles. Since 1947 the use of the caption “balance sheet” has de­
clined from 551 companies to 483 companies, whereas the caption 
“financial position” has increased from 32 companies to 74 companies, and 
the caption “financial condition” has increased from 11 companies to 35 
companies. A substantial proportion of the companies employing the 
captions “financial position” and “financial condition” do so in connec­
tion with the use of the newly evolving form of balance sheet which 
reveals subtotals deemed significant, such as net working capital, and 
which has a vertical arrangement.
“T rends” also shows that the num ber of companies using the newer 
form has risen from 41 companies in 1947 to 77 companies in 1951. This 
growth has, of course, been at the expense of the conventional account 
form of balance sheet.
Current Assets
T he situation with regard to the current assets section of a balance 
sheet has been well stated in a recent book on financial statements:13
“Assets may be usefully classified as current and noncurrent. Liabilities are 
also current and noncurrent. The distinction between current and non- 
current items is encountered on almost all published balance sheets, but 
opinions differ as to the classification of some items.
The distinction between current and noncurrent items is relative; classifica­
tion depends on the period of time which will elapse before the asset is con­
verted into cash or completely consumed or before the liability is paid. 
Current receivables will soon be converted into cash; cash will be applied to 
the payment of short-term debt. All three of these items are current because 
they turn over rapidly. Bonds payable in ten years are not a current burden 
on current assets; therefore, such bonds are noncurrent liabilities. Inventories 
and prepaid expenses, such as unexpired insurance, will be consumed in 
current operations; their availability makes it unnecessary to incur additional 
current liabilities and expend available cash; therefore, these items are 
current.
The period of time to be used in evaluating the status of items as current and 
noncurrent is controversial. Until 1947, it was generally established by 
custom that to be properly classifiable as current, an asset must be convertible 
into cash within one year (at the outside, two years); but there were excep­
tions in the trade practices of some businesses. Furthermore, not only must 
the concern be able to convert the asset into cash currently, but it must intend 
to do so. A plant may be currently salable, but it is not held for that pur­
pose; therefore, it is properly classified as a noncurrent asset. United States 
government bonds usually represent a temporary investment of cash, readily 
available to meet current liabilities.
Ch. 18] FINANCIAL STATEM ENTS 11
In 1947, the committee on accounting procedure of the American Institute 
of Accountants published Accounting Research Bulletin No. 30, in which it 
said that ‘the term current assets is used to designate cash or other assets or 
resources commonly identified as those which are reasonably expected to be 
realized in cash or sold or consumed during the normal operating cycle of 
the business.’ The normal operating cycle is defined as ‘the average time 
intervening between the acquisition of materials or services . . . and the final 
cash realization . . .' Current liabilities are defined, in general, as debts that 
will require the expenditure of current assets within approximately a year.
It is now possible to study the effect that this bulletin has had on current 
practice. The practices of most concerns have been affected little, if at all, 
since inventories are customarily converted into cash within approximately 
a year. In a few industries (for example, tobacco and liquor, which involve 
a period during which inventory is aged), inventories that will not be sold 
for three or more years appear currently as current assets. On the whole, the 
effect on current practice has been minor.
Prior to Accounting Research Bulletin No. 30, prepaid expenses were cus­
tomarily classified as noncurrent assets; and, at this writing (1952), this is 
still the most common practice. However, the statistics reported in Account­
ing Trends and Techniques, published by the American Institute of Account­
ants, indicate that the trend is contrary to the present common practice.
The following categories are prescribed by Accounting Research Bulletin 
No. 30 as being includible in or excludible from current assets;
a. Cash. Includible: ‘Cash available for current operations and items which 
are the equivalent of cash.’ Excludible: ‘Cash and claims to cash which are 
restricted as to withdrawal or use for other than current purposes, are 
designated for expenditure in the acquisition or construction of non- 
current assets, or are segregated for the liquidation of long-term debts.’
b. Inventories. Includible: ‘Merchandise or stock on hand, or inventories of 
raw materials, goods in process, finished goods, operating supplies, and 
ordinary maintenance materials and parts.’
c. Receivables. Includible: ‘Trade accounts, notes, and acceptances receiv­
able’; and receivables from officers (other than for loans and advances), 
employees, affiliates and others, if collectible in the ordinary course of 
business within a year’; and ‘installment or deferred accounts and notes 
receivable if they conform to normal trade practices and terms within the 
business.’ Excludible: ‘Receivables arising from unusual transactions, 
such as the sale of capital assets, or advances to affiliates, officers or em­
ployees, which are not expected to be collected within twelve months.’
d. Investments. Includible: ‘Marketable securities representing the invest­
ment of cash available for current operations.’ Excludible: ‘Investments 
in securities, whether marketable or not, or advances, which have been 
made for purposes of control, affiliation, or other continuing business 
advantage,’ and the ‘cash surrender value of life insurance policies.’
e. Prepaid Expenses. Includible: ‘Insurance, taxes, unused royalties, current 
paid advertising service not yet received, and other items which, if not 
paid in advance would require the use of current assets during the 
operating cycle.’
f. Other Items Which Should be Excluded. ‘Land and other natural re­
sources’ and ‘depreciable assets.’
Whenever current assets are pledged as security for a loan or any other debt, 
they should be shown under a separate title; or the pledge should be indicated 
by parenthetical comment or by a footnote to the balance sheet. Such infor­
1 2 T H E  CPA HANDBOOK [C h . 18
m a tio n  is p e r t in e n t  to  m a k in g  an  analysis of th e  fin an c ia l c o n d itio n  o f an y  
business.
T h e  g e n e ra l v a lu a tio n  p r in c ip le  a p p lic a b le  to  c u r re n t  asset item s re q u ire s  th e  
d e te rm in a tio n  o f e x p ec te d  re a lizab le  c u r re n t  values, a lth o u g h  p ro fit sh o u ld  
n o t  be  a n tic ip a te d . I n  b rie f, a n  a d e q u a te  a llo w an ce  fo r d o u b tfu l  acco u n ts  
sh o u ld  be  p ro v id e d  fo r c u r re n t  rece ivab les; in v e n to ry  a n d  m a rk e ta b le  secu r­
ities sh o u ld  be  conse rv a tiv e ly  v a lu ed ; acc ru ed  in co m e sh o u ld  be  re co rd ed ; 
a n d  p re p a id  ex penses sh o u ld  be  show n a t cost.”
Cash
“Trends” shows that 422 concerns used in their published balance 
sheets the caption “cash” and the remaining 178 concerns used the cap­
tion “cash in banks and on hand” or a similar extended description.
W hile cash is customarily a current asset it may be restricted by policy 
or by im pounding of a fund or by economic events such as the closing of 
a bank. These circumstances all require that the amounts in question be 
excluded from current assets. In Appendix B, Exhibit 1, cash in the 
am ount of $200,000 earmarked for fixed asset purposes is classified in the 
fixed asset section.
Marketable Securities
Securities are current assets if they possess the twin characteristics of 
reasonable liquidity and availability for the payment of current liabili­
ties. Securities should be excluded from the current asset section if they 
are held for company purposes other than to serve as a part of cash 
resources.
“Trends” shows that 173 companies out of 366 which showed m arket­
able securities on their balance sheets stated that the securities were 
valued at cost and made no disclosure as to their m arket value. As the 
liquidity of current assets is of importance to the readers of the financial 
statements, particularly short-term creditors, a failure to disclose the 
approxim ate market value of marketable securities is deemed to be a 
weakness in current published reports. Another 129 companies either 
specifically disclosed the m arket value of securities classified as current 
assets or stated the basis of valuation as the lower of cost or market (16 
companies).
It is not generally considered to be good practice to classify the com­
pany’s own securities which are held in the treasury as current assets un­
less they are in fact held as a temporary investment of cash and conversion 
into cash is imminent.
Notes Receivable
Special types of notes receivable such as installment notes are under 
the best practice set out separately on the balance sheet though they may 
well be current assets. Notes receivable from officers, employees and 
affiliated companies require disclosure if they are m aterial in  am ountd14 
Like accounts receivable, notes receivable should be stated at their esti­
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mated realizable value and if this am ount is different than the face 
am ount of the notes, the best practice is to disclose an appropriate allow­
ance for doubtful receivables.
T he discounting of notes receivable may take the form of a sale w ithout 
recourse, in which event the notes should be excluded from the balance 
sheet, or it may take the form of posting the notes as collateral in con­
nection with sums borrowed. In  spite of the not uncommon practice of 
showing the resulting liability as a deduction from notes receivable under 
the caption “notes receivable discounted” it would appear that this prac­
tice is a violation of the proscription on “netting” liabilities against assets. 
W hile the full facts may have been disclosed, the amounts shown as total 
current assets and total current liabilities are altered and the resulting 
current ratio also is affected.
Accounts Receivable
W ith respect to the current showing of accounts receivable, “Trends” 
reveals the following current practices. T he caption “accounts receiv­
able” or “receivables” was displayed 436 times out of 715 items shown. 
Notes and accounts receivable were combined 163 times. T rade receiv­
ables from employees were identified 11 times. These statistics indicate 
that the accounts receivable section on current balance sheets is largely 
restricted to trade receivables and that notes, loans to officers and em­
ployees, advances to salesmen, to agents, and to affiliated companies, and 
other miscellaneous receivables were generally classified elsewhere, fre­
quently by distinguishing between “trade receivables” and “other 
receivables.”
Allowance for Uncollectible Accounts
T here is a strong trend away from the use of the word “reserve” in 
connection with uncollectible accounts, (as recommended in Accounting 
Research Bulletin No. 3 4 . )15Since 1948 the use of the word “reserve” 
has declined from 338 companies out of 494 concerns revealing the item, 
down to 223 companies out of 494. T he word “allowance” has increased 
in use from 86 concerns in 1948 to 188 in 1951. T he terms “provision” 
(which is British practice) and “estimated” are used in a minority of 
statements and are showing no pronounced tendency to become more 
popular.
It is customary practice to disclose specifically the am ount of the allow­
ance for uncollectible accounts; this was done by 494 concerns out of 593 
disclosing accounts receivable.
Inventories
It is common practice to show the broad groups such as raw materials, 
work in process and finished goods into which inventories conveniently
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may be classified and to afford the reader some description of the char­
acteristics of the inventories.
It also is common practice to state the general basis used in pricing the 
inventory such as lower of cost or market (468 items), cost (219 items) 
and various other methods. “Trends” shows 778 inventory items on the 
statements of 594 companies which stated the method which they used. 
Accounting Research Bulletin No. 29,16 in its statement 8, says:
“ T h e  basis o f s ta tin g  in v en to rie s  m u st be  co n sis ten tly  a p p lie d  a n d  sh o u ld  be  
d isc losed  in  th e  fin an c ia l s ta tem en ts; w h en ev e r a sig n ifican t ch an g e  is m ad e  
th e re in , th e re  sh o u ld  be  d isc losu re  o f th e  n a tu re  o f th e  ch an g e  a n d , if 
m a te ria l, th e  effect o n  in co m e .”
Of the 600 companies, 363 concerns stated the method which they em­
ployed in determ ining the flow of cost factors through inventories; 237 
concerns made no such disclosure. T he 363 companies displayed 534 
inventory items of which 183 used the last-in first-out approach, 143 used 
the first-in first-out approach and 141 used average cost.
Accounting Research Bulletin No. 29 in the discussion of statement 1 
says that the following items are legitimately included under the caption 
inventories: (1) goods held for sale in the ordinary course of business;
(2) goods in process of production for such sale; and (3) raw materials 
and m anufacturing supplies to be consumed directly or indirectly in 
production of goods or services to be available for sale. T he bulletin 
points out that raw materials and supplies purchased for production may 
be used or consumed for the construction of long-term assets or other 
purposes not related to production, but the fact that the inventory items 
representing a small portion of the total may not be absorbed ultimately 
in the production process does not require separate classification. By 
trade practice, operating materials and supplies of oil producing com­
panies are usually treated as inventory.
Long-term assets subject to depreciation accounting, or any goods 
which, when put into use, will be so classified, should not be included in 
inventories.
There has been some agitation in recent years for a showing on the 
balance sheet of an approxim ation of the current replacement cost of 
L if o  inventories. Such a disclosure might take the form of an indication 
of approximate F if o  cost. Neither of these practices has secured general 
acceptance at the present time.
Prepaid Expenses
Accounting Research Bulletin No. 30,17 stated that there should be 
classified as current assets “prepaid expenses such as insurance, taxes, 
unused royalties, current paid advertising service not yet received, and 
other items which, if not paid in advance, would require the use of cur­
rent assets during the operating cycle.” “Trends” shows that 207 of the 
600 companies currently classify prepaid expenses as current assets and
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that 382 currently classify prepaid expenses as noncurrent assets; 11 
companies do not show the item. Since 1947 the presentation of prepaid 
expenses in current assets has grown from 107 companies to 207. An 
examination of the data reveals that while the trend is steadily upward, 
its rate of growth is decelerating.
Short-lived Production Tools
Of the 600 companies in “Trends”, 69 showed small tools, dies, jigs, 
lasts, molds, drawings, patterns, cases, containers, rolls, parts, and other 
similar short-lived production tools. T here were 108 such items dis­
played. Of these items 15 were classified as current assets, 12 under in­
ventories and 3 under prepaid expenses. This could hardly be said to 
establish the procedure as generally accepted current practice and it 
appears to be of doubtful propriety.
Tax Refund Claims
T he same 600 concerns disclose the accrual of 131 tax refund claims 
of which all bu t 9 relate to Federal income and excess profits taxes. T he  
companies showing these claims num bered 106. Of the 131 claims, 40 
were shown in current assets, 43 were shown in noncurrent assets, 4 were 
offset against the income tax liability, 36 were disclosed in notes to the 
financial statements, and 8 were disclosed in the letter to the stockholders. 
As to the 87 claims falling in the first three categories it would appear 
that the management of these concerns must have reason to believe that 
the refund claims are of sufficient substance to justify accrual on the 
statements. Under these circumstances all of these claims should have 
been classified as current assets except in the unusual case where receipt 
of cash cannot be anticipated w ithin the operating cycle of the concern 
or approximately one year, whichever period is the longer.
Total Current Assets
Because the am ount of total current assets is considered useful by most 
readers, and particularly by short-term creditors, it is desirable to display 
this total and to conspicuously label it.
Noncurrent Assets: Cash Value of Life Insurance
Of the 600 companies, 103 displayed among their assets the cash sur­
render value of life insurance. Of these, all but 4 classified the item as a 
noncurrent asset in accordance with the requirements of Accounting Re­
search Bulletin No. 30.17
Investments
Investments are not classified as current assets unless they are held 
for the purpose of, and are capable of, being applied to the payment of 
current liabilities; therefore, investments in stock of and loans to other 
companies, held for control or similar policy reasons, are classified as non­
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current assets under the heading “investments.” Such stock holdings may 
or may not represent control and, therefore, the companies may or may 
not be subsidiaries; the existence of control should be disclosed, and con­
trolled companies may more properly be included in consolidated finan­
cial statements.
Some concerns classify under this heading funds which have been com­
m itted to specific purposes other than the payment of current liabilities; 
however, such funds should be classified under the caption of “fixed 
assets” if they are committed for fixed asset purposes.
Investments that are not readily convertible into cash are not, of course, 
current assets and would, therefore, be classified under this section. In ­
vestments in nonoperating properties should also be displayed here, un­
less held for future expansion in which case they are fixed assets.
Investments classified as noncurrent assets are usually valued at cost 
and it is not common practice to disclose approximate market value; 
however, the disclosure of such information, if available, would in many 
instances be of value to the reader of the statement. If any investment 
in one company is a m aterial sum in comparison with the total assets of 
the concern, the best practice requires that the identity of the company 
be revealed and that other pertinent details be furnished. T he bases of 
valuation of all investment items which are material in am ount should be 
disclosed.
If the investment in a subsidiary is a material amount, additional dis­
closures, such as the underlying book values, are appropriate. If the 
investment in the subsidiary has been increased by the accrual of the 
profits of the underlying company, disclosure should be made of this fact. 
“Trends” shows that 245 of the 600 companies showed investments in and 
advances to unconsolidated subsidiaries. T he basis used in valuing such 
investments and advances was stated by 193 of these companies. T he 193 
companies disclosed 217 such investments of which 120 were valued at 
cost. T he remaining concerns used a variety of valuation bases including 
“equity value” (28 companies), “cost less reserve” (22 companies), “cost 
or below cost” (22 companies), and “nominal value” (11 companies); 
7 nondescript methods of valuation were used by 14 companies.
Fixed Assets
T he caption fixed assets customarily includes land, buildings and 
tangible personal property used in producing, storing, displaying and 
selling the goods or services marketed by the concern. Items customarily 
included are plant and other buildings, machinery, equipment, furni­
ture and fixtures, and m otor vehicles. T he Securities and Exchange 
Commission in Regulation S-X (Rule 5.02-13) requires that in reports 
submitted to the Commission the major classes of fixed assets be segre­
gated. This also is common practice in reports prepared and published 
for other users.
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Fixed assets are customarily valued at cost less the am ount of accumu­
lated depreciation, depletion or amortization which has been charged 
to operations up to the balance sheet date. “Trends” shows that of the 
600 companies, 538 stated the basis of valuation used in connection with 
fixed assets. These companies disclosed 446 items valued at cost and 71 
items valued by appraisal either with or w ithout subsequent additions at 
cost. T he remaining 78 items were described as having been valued on a 
num ber of different bases including “cost in cash or securities” (9); “ap­
proximate cost” (9); “below cost” (8); “assigned value” (10); “revised 
value” (6); “acquisition value” (6); “book value” (4) and “estimated 
value” (5).
Leasehold improvements also may be included in this section if the 
terms of the lease or relations with the owners of the property are such 
that the relationship is expected to extend over a long period of time. 
Deposits on purchases of fixed assets and funds committed to such pu r­
chases may be included under this caption; if m aterial in am ount they 
should be appropriately labeled.
T he following rule is pertinent and important.
“If capital stock is issued nominally for the acquisition of property and it 
appears that at about the same time, and pursuant to a previous agreement 
or understanding, some portion of the stock so issued is donated to the cor­
poration, it is not permissible to treat the par value of the stock nominally 
issued for the property as cost of that property.”
Depreciation
All of the 600 companies in “Trends” specifically disclosed the ac­
cumulated am ount of depreciation which had been charged to operations 
up to the balance sheet date. Of these nearly all concerns deducted the 
resulting total in the fixed asset section but a few concerns displayed it 
on the right-hand side of the balance sheet.
In Accounting Research Bulletin No. 3415 the committee on terminol­
ogy of the American Institute of Accountants recommended that the 
term “reserve,” used in connection with depreciation, be abandoned. 
“Trends” shows that of the 600 companies, 233 continue to use the word 
“reserve” and 164 have abandoned it. During the same period 88 com­
panies adopted the word “accumulated” and brought the total using 
that word to 128 concerns; 31 companies adopted the term “allowance” 
and brought the num ber of users to 107. T he remaining 132 concerns 
used a variety of other words including “depreciation” with and without 
a suffix (82 companies), “provision” (18), “accrued” (5) and “estimated” 
(4). T he word “accumulated” has the most vigorous upward trend.
T he American Institute of Accountants’ committee on accounting 
procedure, in Accounting Research Bulletin No. 3 3 , 18 reaffirmed its 
position that fixed assets should be valued at cost and that depreciation 
should also be based on cost. In Accounting Research Bulletin No. 519
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it was stated that “accounting for fixed assets should normally be based 
on cost” bu t “when such appreciation has been entered in the books, 
income should be charged with depreciation computed on the new and 
higher values.”
T he  problem of the adequacy of the original dollar cost basis of valuing 
fixed assets in the face of material increases in the general price level 
has been discussed widely in the profession and has produced a num ber 
of articles in the professional journals. No pattern of agreement as to 
showing adjustments of amounts to reflect changes in purchasing power 
has emerged, but interesting proposals are contained in the published 
report of the American Institute of Accountants’ Study Group on Busi­
ness Income entitled “Changing Concepts of Business Income”20 and in 
Supplementary Statement No. 2* of the Committee on Concepts and 
Standards of the American Accounting Association.21
Amortization Under Certificates of Necessity
For the purpose of promoting, for military purposes, the industrial 
mobilization of the country, Congress has granted from time to time the 
privilege of amortizing for tax purposes fixed assets, acquired under 
certificates of necessity, over short periods of time (commonly 60 months). 
This period may bear no relationship to the expected useful life of the 
fixed assets concerned. Accounting Research Bulletin No. 422 shows 
that it now is the best practice to omit such amortization from the finan­
cial records and published financial statements to the extent that it is in 
excess of the depreciation otherwise appropriate. T he bulletin states 
that “when the am ount allowed as amortization for income tax purposes 
is materially different from the am ount of the estimated depreciation, 
the latter should be used for financial accounting purposes.”
W hile it is not always possible to assess with accuracy the post-emerg­
ency usefulness of such facilities, failure to obtain a proper relationship 
between their amortization and their actual useful lives gives rise to 
some debate over the means of correcting the resulting distortion. See 
Accounting Research Bulletin No. 2723; to the contrary see the 1948 
statement** of the Executive Committee of the American Accounting 
Association on Concepts and Standards Underlying Corporate Financial 
Statements.24
“Trends” affords a generalized indication of the extent of this prob­
lem (1951) by showing that of the 600 companies, 165 either held or had 
applied for certificates of necessity.
In  those instances where the com putation of net income for income 
tax purposes and the com putation of net income for published financial
* Supplem entary Statem ent No. 2 entitled  “Price Level Changes and Financial S tate­
m ents” is carried in  full in  A ppendix B of C hapter 17.
** T his 1948 statem ent is given in full in A ppendix B of C hapter 17.
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statement purposes materially differ, another problem arises which has 
been considered by the committee on accounting procedure in Account­
ing Research Bulletins No. 2325 and No. 42.22 These bulletins show 
clearly that, in the opinion of the committee on accounting procedure, 
such variations in the com putation of net income, whether arising from 
the am ount of amortization on emergency facilities or otherwise, may 
require the classification of portions of the income tax currently payable 
on the balance sheet as deferred debits (assets) or deferred credits (liabili­
ties). T he complexities involved in this currently evolving procedure are 
sufficiently great to make it inappropriate to attem pt any summary in 
this chapter; however, it may be stated that professional opinion seems 
to support the view that the resulting deferred debits and credits should 
be classed as current or noncurrent depending on the length of time 
which may reasonably be expected to be involved between the balance 
sheet date and the expected date of extinguishment.
Intangible Assets
Accounting Research Bulletin No. 2426 carries the title “Accounting 
for Intangible Assets.” This bulletin divides intangible assets into two 
classes, called (a) and (b), and also points out that certain intangible 
assets are difficult to classify; these are discussed as type (c).
“ (a) Those having a term of existence limited by law, regulation, or agree­
ment, or by their nature (such as patents, copyrights, leases, licenses, fran­
chises for a fixed term, and goodwill as to which there is evidence of limited 
duration).
(b) Those having no such limited term of existence and as to which there is, 
at the time of acquisition, no indication of limited life (such as goodwill 
generally, going value, trade names, secret processes, subscription lists, per­
petual franchises, and organization costs).
(c) The excess of a parent company’s investment in the stock of a subsidiary 
over its equity in the net assets of the subsidiary as shown by the latter’s books 
at the date of acquisition, insofar as that excess would be treated as an 
intangible in consolidated financial statements of the parent and the sub­
sidiary. This class of asset may represent intangibles of either type (a) or (b) 
above or a combination of both.”
Accounting Research Bulletin No. 24 says that “the initial carrying 
value of all types of intangibles should be cost, in accordance with the 
generally accepted accounting principle that assets should be stated at 
cost when they are acquired.” “T rends” shows that of the 600 companies, 
325 presented intangible assets on their balance sheets. These companies 
listed 653 items. Of these 653 items, 394 are stated at nom inal value, 169 
are stated at “amortized value” and 87 are stated at “unamortized value.” 
T hree were stated at no value. It is, therefore, clear that while Account­
ing Research Bulletin No. 24 correctly states the procedure appropriate 
under the going concern assumption, published financial statements are 
still under the influence of liquidation value concepts and are currently
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being prepared using the traditional method of writing down intangible 
assets to nominal value. Those intangible assets which customarily are 
shown on current published balance sheets at values in excess of nominal 
are leaseholds and leasehold improvements (54 out of 56 items); licenses 
and franchises (26 out of 33 items); research and development costs (10 
out of 14 items); water and water rights (10 out of 10 items); and m ining 
and timber cutting rights (8 out of 9 items). Patents are more cus­
tomarily carried at nominal value (122 out of 195 items) while most 
companies that display one or another of the following intangible assets 
use a nominal value: goodwill (138 items at nominal value out of 169); 
trade marks and brand names (82 out of 109); designs, devices and 
formulas (14 out of 21); copyrights (7 out of 10) and contracts (4 out of
7).
Accounting Research Bulletin No. 24 recommended that “the cost of 
type (a) intangibles should be amortized by systematic charges in the 
income statement over the period benefited.’’ “Trends” shows that of the 
256 items shown at a value in excess of nominal, 169 items were described 
as “amortized value.”
Accounting Research Bulletin No. 24 continues:
“The cost of type (b) intangibles may be carried continuously unless and 
until it becomes reasonably evident that the term of existence of such 
intangibles has become limited, or that they have become worthless.”
As this m atter involves subjective judgm ent “Trends” cannot and 
does not give meaningful statistics.
Debt Discount and Expense
“Trends” indicates that debt discount and expense are classified as 
noncurrent assets, 63 items being so displayed in 1951 by the 600 com­
panies reviewed. This item is, of course, not a current asset and no com­
panies classified it as such. T here are some members of the profession 
who believe rather strongly that this item would be better classified as 
a deduction from the debt to which it is related; while “Trends” does 
not specifically so state it may be inferred that none of the companies 
displaying the item handled it in this fashion.
Debt discount and expense were dealt with by the committee on ac­
counting procedure in Accounting Research Bulletin No. 2.27 This 
bulletin deals with proper and im proper methods of amortization and 
expresses no opinion as to the presentation in publishing financial state­
ments. However, see discussion in Appendix B of Accounting Research 
Bulletin No. 2, and also the Accountants’ Handbook (3rd Edition), pages 
944 and 945.28
Current Liabilities: Accounts Payable
“Trends” reveals that all of the 600 companies included in their pub­
lished balance sheets an item labeled “accounts payable” (with slight
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variations) but 166 concerns lum ped accounts payable with one or more 
other current liabilities. I t has generally been assumed that good prac­
tice requires that the caption “accounts payable” (either with or without 
the prefix or suffix “trade”) includes only amounts legally due to creditors 
for merchandise and materials purchased. Separate classification is cus­
tomarily given to accounts payable to closely related persons and com­
panies. O ther current payables such as declared but unpaid dividends 
and accrued but unpaid taxes, wages and salaries, interest, royalties and 
commissions also should be classified separately and properly labeled.
Income Taxes
Under current tax rates income tax liabilities are generally substantial 
in amount. They may arise from the Federal income tax, the Federal 
excess profits tax (if any) and various state income tax laws. A clear 
distinction should be m aintained in financial statements between these 
three classes of income taxes. However, if the reader of the statements 
is in a position to distinguish the am ount of tax arising from Federal 
normal tax and surtax from the Federal excess profits tax by reference to 
the statement of income or otherwise, the Federal income taxes may be 
lumped in the balance sheet in the current liabilities section. Income 
tax accruals arising from assessments related to the income of prior years 
should be identified on the face of one of the financial statements.
T he income tax liability of a business concern for a particular year 
is tentative as to am ount until the computation has been approved by 
the Bureau of Internal Revenue or until the statute of limitations has 
run. This fact is well known to the readers of published financial state­
ments and it is not necessary to indicate that the stated liability is in fact 
tentative in amount, unless there is substantial uncertainty as to its cor­
rectness.
Failure to understand the estimated character of amounts shown as 
income tax liability on current balance sheets has in the past led some 
concerns to inject into the income tax caption the word “reserve.” Of 
the 600 companies analyzed in “Trends,” 71 concerns used the term 
“reserve” in this connection in 1948; the num ber has steadily dropped, 
in accordance with the recommendation of the committee on terminology 
in Accounting Research Bulletin No. 3415 until in 1951 only 38 concerns 
retained this terminology. However, the num ber of concerns using the 
term “estimated” has risen from 103 in 1948 to 127 in 1951.
T he commonest terminology involves the use of a straight-forward and 
specific description of the taxes for which the liability has been accrued 
(221 concerns as compared with 129 in 1948). O ther titles used contain 
the words “provision” (117 concerns) and “accrued” (91 concerns).
In  Accounting Research Bulletin No. 1429 which is captioned “Account­
ing for United States Treasury T ax  Notes,” it was stated that
“ ‘the usual procedure of showing the notes in the current asset section of the
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balance sheet is obviously proper’ but that if the tax notes were ‘purchased 
with the intent that they be used for the payment of Federal income and 
excess profits taxes, it is also good accounting practice that they be shown as 
a deduction from the accrued liability for such taxes in the current liability 
section of the balance sheet.’ ”
In  this event it is required that they be separately displayed and 
properly labeled.
“Trends” shows that of the 600 companies, 380 held United States 
Government securities. Of these, 165 deducted these securities from their 
income tax liability; 215 concerns did not, classifying the securities as 
current assets. Of the 165 that deducted these securities in the current 
liabilities section, 104 showed additional government securities as current 
assets.
T he 165 companies which deducted U nited States Government securi­
ties from the income tax liability showed 173 securities holdings; 84 were 
Treasury savings notes; 49 were tax notes; 40 were various other United 
States government securities.
T here is some difference of opinion in the profession as to the propriety 
of deducting United States government securities in the current liabilities 
section of the balance sheet. W ithout attem pting to argue the issue 
here it may be noted that this treatment, while it has no effect on net 
working capital, does alter the current ratio and is deemed by some to 
violate the accounting prohibition on “netting.” Others have claimed 
that the comparability of successive balance sheets and of balance sheets 
of different concerns is impaired by this practice. T he opinion expressed 
in Accounting Research Bulletin No. 14, and the substantial, though 
minority, use of this practice by 165 concerns clearly shows that this 
treatm ent is at the present time acceptable.
Dividends Payable
Dividends declared but unpaid which will require the distribution of 
assets shown on the balance sheet are liabilities and, except in unusual 
situations calling for deferral of payment beyond a year, are current 
liabilities. Commitments to distribute additional shares of the company’s 
own stock are not liabilities and should be disclosed in the stockholders’ 
equity section.
Other Current Liabilities
C urrent liabilities vary greatly in nature and are displayed in a num ber 
of ways subject to the over-riding requirem ent that items which are 
material in am ount are customarily clearly described. Frequently the 
subcaption “accrued liabilities” is used; while the opinion has been ex­
pressed that the rationale on which such a subcaption is based is of 
doubtful validity inasmuch as all liabilities accrue in the broad sense of 
the term, nevertheless, the term is not misleading or otherwise harmful
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and may serve a useful purpose in breaking up and improving the ap­
pearance of the current liabilities section.
Total Current Liabilities
Because the am ount of total current liabilities is considered useful 
by most readers, and particularly by short-term creditors, it is desirable 
to display this total and to conspicuously label it.
Noncurrent Liabilities
N oncurrent liabilities are those obligations which are not expected 
to require the application of current assets within approximately a year. 
Liabilities which will be satisfied by the application of noncurrent assets 
and liabilities which, though m aturing within approximately a year, 
will be refunded, are properly classified as noncurrent assets. Term inol­
ogy used in describing noncurrent liabilities displays considerable variety 
and is subject only to the over-riding consideration that the character of 
the obligation should be described in detail including inform ation as to 
security, interest rate, m aturity date and other m aterial contractual 
provisions.
Reserve Section
Because the line between amounts due to creditors and amounts which 
may reasonably be claimed by the stockholders is frequently difficult to 
draw, balance sheets have for many years not shown a total liabilities 
caption or am ount and in addition have frequently contained a section, 
known in the profession as the reserve section, in which a wide variety of 
items has been classified. As the thinking of the profession has evolved 
there has been an increasing awareness that the problems arising from 
these classification difficulties are probably no more extreme than those 
classification problems arising from the computation of net income. 
This has been formally stated in several Accounting Research Bulletins 
including, for example, Accounting Research Bulletin No. 830 and the 
same conclusion has been reached by the Committee on Concepts and 
Standards of the American Accounting Association in Supplementary 
Statement No. 1 (December 1950)* which specifically recommended the 
display of total liabilities and the elim ination of the reserve section and 
indicated that in its opinion the required degree of flexibility can be 
secured by means of explanatory footnotes. “Trends” reveals persuasive 
evidence that the use of the reserve section is declining. For example, in ­
ventory reserves shown in the reserve section have declined from 122 in 
1947 to 36 in 1951. During the same period, inventory reserves shown 
within the stockholders’ equity section have increased from 10 to 30.
* Supplementary Statement No. 1 entitled “Reserves and Retained Income” is carried 
in full in Appendix B to Chapter 17.
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While there has, of course, been a m aterial decline in the num ber of 
reserves disclosed by the 600 companies (from 179 in 1947 to 111 in 1951), 
there also have been a significant num ber of reserves transferred out of 
the reserve section into the stockholders’ equity section. Corroborative 
evidence can be seen in the fact that while contingency reserves classified 
in the reserve section declined from 110 in 1950 (the earliest statistics 
available) to 84 in 1951, contingency reserves classified within the stock­
holders’ equity section declined only from 48 to 45. T here has been a 
m aterial decline in the use of contingency reserves (from 315 in 1946 
to 132 in 1951); this may well be due to Accounting Research Bulletin 
No. 28 which concluded that provisions for such reserves should not 
be included in the charges entering into the determ ination of net income.
However, it must be recognized that the reserve or intermediate section 
is still widely used and contains a variety of items including, in a few 
instances, accumulated depreciation. For example, “Trends” lists the 
following items classified by the 600 companies above the stockholders’ 
equity: insurance reserves 141; contingencies 84; employee benefit pu r­
poses 74; property purposes 36; taxes 32; foreign activities 28; guarantees 
and warranties 25; inventories 36; various other purposes 59; the total is 
515 items.
However, it is interesting to note that the following items were classi­
fied as current liabilities: guarantees and warranties 12; contingencies 1; 
employee benefit purposes 1; various other purposes 8; inventories 9; 
total 31. These classifications as current liabilities appear to indicate 
that a minority of concerns have come to the conclusion that charges 
entering into the computation of net income give rise to credits which 
are properly classified as liabilities, even though no legally enforceable 
contractual debt is in force. This development appears to be in accord­
ance with the use in Accounting Research Bulletin No. 30 of the words 
“debts or obligations” and with the clear implications of Supplementary 
Statement No. l.31
Deferred Income
“Trends” reports that of the 600 surveyed companies, 70 display de­
ferred income items and that all of these items were classified as liabilities; 
however, it appears that they were uniformly labeled as noncurrent lia­
bilities in spite of the fact that they include such items as storage and 
handling charges and unearned portions of paid subscriptions which pre­
sumably will be extinguished partially or completely within a year.
Stockholders' Equity Section; Capital Stock
It is customary to show in connection with capital stock the kind of 
stock (all of the 600 companies did so) and the par, stated value or other 
comparable inform ation (all companies did so except one as to common
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stock and two as to preferred stock). It also is desirable to show the 
num ber of shares authorized and issued and also the num ber outstanding 
if different (this inform ation was not revealed as to 7 issues of common 
shares and 8 issues of preferred shares).
State law has an im portant effect on the presentation of items in the 
stockholders’ equity section.
Other Contributed Capital
Of the 600 companies, 152 concerns do not show contributed capital 
in excess of the stated value of the capital stock contribution. Of the 
rem ainder 15 show “unclassified surplus’’ and 433 use more informative 
captions. Of these, 138 do not employ the term “surplus”; they use in ­
stead “additional paid in capital” (35 concerns), “capital in excess of” 
(32 concerns) and a variety of other captions (71 concerns).
In  spite of the desirability of disclosure in  balance sheet presentation 
of the sources of contributed capital only 121 of the 448 companies re­
vealed this information; 88 concerns showed “premium  on sale of capital 
stock” and the rem ainder referred to a variety of capitalization, recapitali­
zation, retirem ent and conversion transactions.
Retained Earnings
In  line with the recommendation of Accounting Research Bulletin 
No. 393 2, 263 concerns have abandoned the use of the term “earned 
surplus” (in 1947 there were 62 such concerns) and 337 continue its use. 
Of the 263 concerns which have adopted the newer terminology, 213 use 
the word “earnings,” 42 use the word “income” and 8 use the word 
“profit.” These words are combined with “retained” (171), “accumu­
lated” (36), “reinvested” (23), “employed” (17), “invested” (10) and 
other words (6). I t is apparent that the combination “retained earnings” 
is by a considerable margin the most widely used substitute for “earned 
surplus” and is steadily becoming more popular. However, the title 
“retained income” is also increasing in use; this might be expected in 
view of the popularity of the caption “statement of income.”
Appropriations of retained earnings are of two types; neither type may 
properly be set up by charges in the income statement and both types 
should be classified in the stockholders’ equity section. T he first type is 
intended to reflect possible losses which may or may not occur in the 
future. (Contingent liabilities are, of course, also shown by footnote.) 
T he second type does not involve any possibility of charges offsetting 
revenue bu t instead earmarks retained earnings to indicate an intended 
use or restriction imposed by law or contract.
Treasury Stock
Of the 600 companies, 231 show treasury stock; of these concerns only 
8 classify the treasury stock under noncurrent assets and 6 disclose the
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existence of the treasury stock in footnotes; the remaining 217 concerns 
classify treasury stock as a deduction within the stockholders’ equity 
section. Some deduct it from issued stock (93 concerns), some from total 
stock and surplus (107 concerns), some from total stock and capital sur­
plus (2 concerns), and some from retained earnings (11 concerns). Varia­
tions in state law affect these classifications. In  Accounting Research 
Bulletin No. 1,14 the committee on accounting procedure stated that
".  while it is perhaps in some circumstances permissible to show stock 
of a corporation held in its own treasury as an asset, if adequately disclosed, 
the dividends on the stock so held should not be treated as a credit to the 
income account of the company.”
T he 231 companies showing treasury stock revealed 231 holdings of 
common and 94 holdings of preferred, a total of 325. Of these, 149 were 
carried on the balance sheet at cost and 104 were carried at par or stated 
value. T he other four companies carried their treasury stock under 
uninformative captions such as “below cost,” “book value” and “reduced 
value.” No basis of valuation was indicated with respect to 50 of the 
common stock items and 18 of the preferred items; this omission of dis­
closure does not appear to be in accordance with the best practice.
THE INCOME STATEMENT
Published statements of income reveal a wide variety of formal ar­
rangements. It is true that they invariably show the principal source 
of income of the concern, deduct the various costs charged to operations 
and finally arrive at an am ount which is categorically labeled net income; 
but the basic framework is elaborated using a wide variety of captions and 
arrangements.
Statements of income prepared for publication have in recent years 
tended toward a merging of relatively small amounts into larger items 
and toward groupings which are deemed by those who prepare the 
statements to be more informative for the casual user.
It is becoming customary in the profession to classify published state­
ments of income into two main types. T he multistep statement, so-called 
because the costs and miscellaneous income items are arranged in groups 
with a succession of subtotals as the reader progresses down the page, is 
the majority treatm ent at the present time but it appears to be losing 
ground among the larger concerns. “Trends” shows that of the 600 con­
cerns, 597 presented income statements in their reports and of these 353 
were in multistep form. However, in 1947 the same concerns presented 
430 multistep statements of income and the num ber has been declining 
steadily during the intervening years.
T he statistics reveal a strong trend toward the single-step form which 
has risen since 1947 from 165 to 244 concerns. However, not all of these
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companies use the pure single-step form under which revenues are ac­
cumulated as one total and costs are deducted as one total, but some have 
worked out various modifications, the principal one of which sets out the 
income tax in a separate final section preceding net income. This treat­
m ent has increased from 46 concerns in 1947 to 86 concerns in 1951. 
O ther concerns have varied this modification by including in the last 
section various nontax items and the num ber of concerns doing so has 
risen from 27 to 38.
W hether the strong trend toward the single-step form of income state­
ment is in line with the best interests of such users as financial analysts 
is beyond the scope of this chapter. No position in this issue has been 
taken by any professional body. A statement of income prepared using 
the multistep form will be found in Appendix B of this chapter, Exhibit
2. A statement prepared using the single-step form will be found in 
Appendix B, Exhibit 10.
Income Statement Title
“Trends” shows that of the 597 concerns publishing income statements, 
330 used the word “income” in the title. T he comparable figure for 1947 
was 316 concerns and the modest growth in the use of this word has come 
at the expense of “profit and loss” which has declined from 206 concerns 
in 1947 to 113 concerns in 1951. Other income statement titles which 
are showing substantial growth depend on the words “earnings” (103 
concerns in 1951 as compared with 25 in 1947) and “operations” (34 in 
1951 and 19 in 1947). It should be noted that 78 concerns have adopted 
the word “earnings” since 1947 as compared with 14 concerns which have 
adopted the word “income.” This development may be a reaction to the 
inconsistency that would be involved in using in the same set of published 
statements the titles “statement of income” and “statement of retained 
earnings.” See Accounting Research Bulletin No. 9 on Terminology.8
The All-Inclusive Income Statement
T he diverse treatm ent of specific items on current published statements 
of income stems in part from a basic conflict of theory between those who 
prefer the all-inclusive approach and those who favor the current operat­
ing performance approach. This m atter has been discussed in Accounting 
Research Bulletin No. 323 and that discussion will not be repeated here.
T he principal question at issue between these two contending theories 
is whether the stated net income for the year should be after the display 
of all items of revenue and costs or whether a more informative net 
income figure would be obtained by giving separate classification to items 
deemed to be extraordinary. T he 1948 statement of the Executive Com­
mittee of the American Accounting Association (Accounting Concepts 
and Standards Underlying Corporate Financial Statements) contains a
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categorical approval of the all-inclusive approach. T he committee on 
accounting procedure of the American Institute of Accountants in 
Accounting Research Bulletin No. 323 said that:
“ I t  is th e  o p in io n  of th e  co m m ittee  th a t th e re  sh o u ld  be  a g e n e ra l p re su m p ­
tio n  th a t  a ll item s of p ro fit a n d  loss reco g n ized  d u r in g  th e  p e r io d  are  to  be 
u sed  in  d e te rm in in g  th e  figure re p o rte d  as n e t in co m e .”
This bulletin then goes on to point out that there may nevertheless be 
items which should be separately classified; such exceptions arc “items 
which in the aggregate are materially significant in relation to the com­
pany’s net income and are clearly not identifiable with or do not result 
from the usual or typical business operations of the period.”
T he Securities and Exchange Commission has been a strong supporter 
of the all-inclusive (clean surplus) approach and in Regulation S-X (Rule 
5.03-17) provides for the addition to or deduction from net income or 
loss, at the bottom of income statements filed with the Commission, of 
items of profit and loss given recognition in the accounts during the 
period and not included in the determ ination of net income or loss. As 
pointed out in Accounting Research Bulletin No. 41,34 if this form is used 
“care should be taken that the figure of net income is clearly and 
unequivocally designated so as not to be confused with the final figure in 
the income statement.” This bulletin also points out that while the 
required form is obligatory in statements prepared for the Securities and 
Exchange Commission, statements for other purposes may be prepared 
using a different arrangement and may involve direct charges and credits 
on the retained earnings statement.
“T rends” shows that of the 600 companies, 336 showed charges and 
credits deemed by them to be extraordinary. These concerns showed 
508 such extraordinary items of which 277 were displayed in the state­
ment of income among the operating items, 57 were classified in a separate 
last section, 155 appeared in the retained earnings statement, 13 in a 
capital surplus statement and 6 were given miscellaneous treatment.
Gross Revenues and Gross Profit
In  spite of evidence of a demand from analysts and other users of 
income statements for information as to the sources of gross revenues, 
only 48 of the 600 concerns specifically displayed the am ount of gross 
sales.
Since 1949 the num ber of companies doing so has declined by 2; 
505 companies showed sales w ithout indication as to their gross or net 
character or specifically labelled the item as net sales; in 1919 the com­
parable figure was 496. T h irty-four concerns began their exposition at 
the gross profit level (39 did so in 1949); 10 started at the net profit level 
(11 did so in 1949) and 3 reported income information in the president’s
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letter or elsewhere in the corporate annual report w ithout giving an in­
come statement.
“Trends” shows that of the 600 companies, 447 did not disclose an 
am ount labeled as gross profit; 153 displayed such a figure.
Depreciation
W hile all of the 600 concerns disclosed total depreciation accumulated 
to the balance sheet date, 29 companies did not disclose the total annual 
am ount charged to operations. Of the 571 concerns making such dis­
closure, two companies combined depreciation with “various other costs.” 
T he remaining 569 companies clearly set forth the total depreciation, 
depletion and amortization for the year with captions as follows: “depre­
ciation” 188, “depreciation and am ortization” 83, “depreciation, deple­
tion and am ortization” 24, “depreciation and depletion” 23; 251 concerns 
segregated this inform ation in a schedule or note or revealed it in the 
letter to stockholders. T he common practice of disclosing depreciation, 
depletion and amortization in one way or another undoubtedly reflects 
the thinking of the profession that this inform ation is im portant because 
these costs do not currently enter into the flow of funds of the concern. 
(Similar data showing a substantially equivalent situation with regard 
to depletion, will be found in “Trends” page 143.)
"SURPLUS" STATEMENTS
Statement of Retained Earnings
“T rends” shows that inform ation as to the changes in the retained 
earnings during the year is presented by all of the 600 companies; how­
ever, 15 concerns used an unclassified surplus statement. Of the remaining 
585 companies, 353 presented separate statements of retained earnings 
and income. An apparent trend toward the combined statement of 
income and retained earnings is shown by the increase from 159 concerns 
in 1946 to 193 concerns in 1951; during the same period the separate 
statement declined from 387 to 353. Nineteen concerns presented retained 
earnings inform ation as a section within the stockholders’ equity state­
m ent and this treatm ent represents an increase from 8 concerns in 1946: 
20 concerns (27 in 1946) presented the inform ation as an item within the 
balance sheet.
In  summary, it is generally accepted practice to present inform ation on 
the change in retained earnings during the year. Furthermore, there is 
a strong trend toward the combined form, which was discussed and 
approved, w ithout a recommendation for general adoption, in Accounting 
Research Bulletin No. 8.30 Examples of the combined statement will be 
found in Appendix B, Exhibits 7 and 16.
T he character of the items customarily entering into a statement of
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retained earnings has been discussed on page 25. C urrent usage with 
regard to the title of the retained earnings statement has been analyzed 
in connection with the discussion of the balance sheet on page 25.
Statement of Other Contributed Capital
“Trends” shows that of the 600 companies, 15 presented an unclassified 
surplus. Of the remaining 585 companies, 152 did not have contributed 
capital in excess of capital stock. Of the remaining 433 concerns, 172 
presented a separate statement of capital surplus (in 1946, 256 concerns 
used this form). Seventeen included the inform ation in a section within 
the stockholders’ equity statement, 161 showed no change during the 
year, and 83 explained changes either on the balance sheet itself or in the 
notes to the statements or the letter to the stockholders.
Inform ation presented by “Trends” as to current terminology used 
in connection with “other contributed capital” will be found on page 25.
STATEMENT STANDARDIZATION
Many readers would be aided in their use of published financial state­
ments if the wide diversity of practices used in current published state­
ments could be reduced. Comparability between statements of companies 
in some industries is impaired and readers who examine statements from 
companies in various industries are required to deal with variations 
arising from personal preference of those preparing the statements and 
also trade practices which may or may not be familiar to the reader.
O n the other hand it is generally assumed in the profession that any 
attempts to prescribe rigidity in financial statement forms would tend to 
stifle progress and m ight make it more difficult to present meaningful 
statements in industries which are distinguished by unusual character­
istics.
In  some businesses which are subject to government regulatory bodies, 
statement classification and presentation rules have been standardized. 
Furthermore, many trade associations have attem pted to standardize the 
form of financial statements in particular trades; to this end, standardized 
classifications of accounts have been designed and promoted (see Chapters 
20 and 22).
It seems probable that one result of the evolutionary process clearly 
observable through the statistics presented in “T rends” may be a reduc­
tion in the wide variety of current practices. T o  what extent present 
developments in the profession can be expected to promote standardiza­
tion cannot be anticipated at this time. It seems probable that as a result 
of the numerous efforts of individuals and organizations to promote this 
desirable goal, considerable progress may be made in the next decade.
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Appendixes
Appendix A contains suggested ru les of statement presentation avail­
able for use by an accounting firm either in their present form or after 
any desired policy changes.
Appendix B contains a set of financial statements prepared under the 
rules set forth in Appendix A. These statements are in general con­
formity with the requirements of the style manual (Appendix A of 
Chapter 8 of this Handbook).
T he inclusion of these rules and forms, while reflecting current prac­
tices does not intend to preclude the use of other terminology, forms and 
rules not inconsistent with the general requirements of financial state­
m ent presentation, as presented in this chapter.
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Ch. 18] APPENDIX A
A p pen d ix  A
SPECIAL RULES FOR FORM, TERMINOLOGY AND DISCLOSURE 
IN FINANCIAL STATEMENT PRESENTATION
(for Use by Staff Members of an Accounting Firm)
N o t e :  T h is  i s  t h e  in s t r u c t io n  s e c t io n  f o r  f in a n c ia l  s t a t e m e n t s ,  
p r o v i d e d  b y  o n e  f irm  o f  c e r t i f ie d  p u b l i c  a c c o u n t a n t s  a s  p a r t  
o f  i t s  r e p o r t  m a n u a l .  I t  is  u s e d  in  c o n ju n c t io n  w i t h  t h e  
i l l u s t r a t i v e  f in a n c ia l  s t a t e m e n t  in  A p p e n d i x  B . E d i t o r
General Rules
1. Do not condense statements to the point of concealing significant informa­
tion.
2. Describe any important changes in accounting principles which materially 
affect results from one period to another.
3. Use conventional statements unless there is a substantial reason for de­
viation.
4. Show all material items separately. Combine insignificant amounts with 
other related items.
5. Consider notes to the statements to be an integral part of the statement to 
which they relate, and make reference to the notes in the body of the 
statement.
6. Consider use of comparative statements.
7. In preparing statements, be consistent as to form and terminology.
Current Assets
General
1. Show as current assets all assets which are not to be held for reasons in­
consistent with their realization in cash and which can be realized in cash 
within one year or within the operating cycle, whichever is the longer.
2. Disclose essential details as to assets pledged.
3. Display total current assets.
4. Disclose contingent claims by footnote.
Cash
1. Show cash as a single amount captioned “Cash” or “Cash on Hand and in 
Banks.”
2. Describe material restrictions on existing cash balances. Remove from 
current assets.
3. Offset overdrafts by balances in same bank or other banks with free debit 
balances. Show other overdrafts as current liabilities.
4. Exclude from current assets cash earmarked for additions to properties and 
cash segregated for liquidation of long-term debts.
5. Exclude call loans from cash.
1
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Marketable Securities
1. Include under marketable securities those items which are available as 
working capital. Do not include investments of substantial amount which 
are long-term by policy or investments which arc not readily marketable.
2. Disclose the basis of valuation, aggregate cost and aggregate market value of 
securities classified as current assets. Avoid term “book value.”
3. You may condense the description of marketable securities. United States 
government securities should be shown separately.
Notes and Accounts Receivable
1. Include as receivables; trade accounts; notes and acceptances; receivables 
from officers and employees, affiliates and others, if collectible in the ordi­
nary course of business within one year or within the operating cycle. If 
receivables run longer than one year and longer than the operating cycle, 
they should nevertheless be displayed under current assets if they conform 
to normal trade practices and terms within the industry.
2. Show separately significant amounts by classes of receivables.
3. Deduct allowance for doubtful accounts from receivables. If not shown 
separately, indicate amount m parentheses.
4. Include in receivables material debit balances in account with vendors if 
current.
Inventories
1. Include as inventories raw materials, work in process, finished goods, operat­
ing supplies and ordinary maintenance materials including goods in transit 
owned by the company.
2. Separate principal classes of the inventory if significant in amount.
3. Clearly disclose the basis of pricing inventories and include a description 
of the costing method.
4. Describe any change in basis of valuation of inventories from that of the 
previous year and disclose the effect of the change.
5. Value inventories at the lower of cost or market except when the practice 
of the industry allows other methods of valuation, for example, precious 
metals, agricultural products, and oil. In any event, disclose approximate 
market value if substantially different from cost.
6. Show prepayments on purchases of substantial amount under inventories 
and clearly disclose.
7. Show provision for possible future inventory loss and other provisions for 
the purpose of reducing inventories below current levels of value as ap­
propriations of retained earnings; do not deduct from inventories.
Prepaid Expenses
1. Include as prepaid expenses such items as insurance premiums and current 
insurance deposits; interest paid in advance, unused royalties, taxes, rent, 
stationery and office supplies, traveling advances to employees; advances
to salesmen; advertising supplies, and prepaid advertising.
2. Show prepaid expenses as current assets.
3. Exclude from prepaid expenses such items as cash surrender value of life in­
surance policies and balances representing the unamortized or unallocated 
costs of services received or to be received which are fairly chargeable to 
the operations of several years, such as debt discount and expenses or bonus 
payments under a long-term lease.
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Investments
General
1. Include as investments securities and real estate not properly shown as 
current assets.
2. Show investments in affiliated companies separately from other investments. 
Disclose nature.
3. Indicate basis of valuation.
4. Disclose the am ount of the paren t’s equity in the underlying net assets 
of subsidiaries and affiliates.
5. If investment is significant in am ount compared to total assets, disclose 
name of company.
6. Disclose details of only pledges or liens.
Fixed Assets
General
1. Segregate major classes of fixed assets and depreciable and nondepreciable 
properties. Classify as “Fixed Assets” all tangible fixed property such as 
land, buildings, machinery, equipm ent and furniture and fixtures. Show 
separately idle facilities if substantial in amount.
2. Disclose basis of valuing fixed assets.
3. Disclose accumulated depreciation, depletion and amortization.
4. Show deposits on purchase of equipm ent or cash appropriated for acquisi­
tion or construction of fixed assets. If m aterial in amount, show separately 
under this caption.
5. Disclose im portant commitments and well-defined programs for additions 
to fixed assets.
6. Avoid use of the term “reserve.”
7. Disclose details of any pledges or liens.
Intangible Assets
General
1. Classify as “Intangible Assets” all intangible fixed property such as goodwill, 
licenses, patents, trade-marks and trade names.
2. Intangibles subject to amortization should be segregated from those not 
amortized.
3. Show separately classes which are material in am ount and disclose cost bases 
of valuation and amortization.
Deferred Charges and Other Assets
General
2.
3.
Show separately classes which are material in amount. If not material, 
deferred charges and other assets may be combined under one heading. 
Show separately deferred charges and prepaid expenses. Prepaid expenses 
are current assets.
If possible classify assets under categories other than “O ther Assets.’’
3
T H E  CPA HANDBOOK [Ch. 18
Current Liabilities
General
1. Classify as current liabilities all debts or obligations, the liquidation or 
payment of which is reasonably expected to require the use within approxi­
mately one year of resources properly classified as current assets.
2. Segregate current liabilities into main classes such as notes payable; trade 
accounts; other accounts; accrued liabilities; deferred income; and other 
captions appropriate to the situation.
3. Disclose essential information with regard to assets which are pledged and 
liabilities which are secured.
4. Include under current liabilities current maturities of funded debt and 
other noncurrent liabilities if they are not to be refunded. Do not include 
as current liabilities major contractual obligations falling due at an early 
date which are expected to be refunded or debts to be liquidated with 
amounts accumulated in accounts not included in current assets.
5. Show total current liabilities.
Notes Payable
1. Segregate secured from unsecured obligations.
2. Show separately notes payable to banks, to finance companies, to trade 
creditors, and to directors, officers and stockholders.
3. Show separately trade acceptances when custom of trade is to give such 
acceptances.
4. Disclose liabilities subordinated to other liabilities.
5. Describe notes or other obligations secured by collateral endorsed or guaran­
teed by others or belonging to others. Do not describe such notes merely 
as “secured.” Disclose nature of collateral.
6. Show separately from other notes current maturities of long-term obliga­
tions and describe relationship to the remainder of the related long-term 
obligations shown elsewhere in the statement.
Accounts Payable
1. Show significant items separately; group like kinds.
2. Do not combine bank overdrafts with other items when material. Do not 
show overdraft as liability when company has other free balances in the 
same bank or in another bank of sufficient size to offset the overdraft.
3. Show credit balances of accounts with customers as separate item when 
material. If insignificant, group with accounts payable.
4. Classify separately payables to subsidiary companies.
5. Present as separate items material payables to officers, directors and principal 
stockholders.
Income Taxes
1. Show separately Federal and state taxes on income. Disclose excess profits 
tax.
2. Separate liability for income taxes of prior years from that of current year.
Accrued Liabilities
1. Group taxes withheld from employees with accrued payroll or, if necessary, 
with accounts payable. If material disclose separately under payables.
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2. Show separately when significant such items as accrued interest, accrued 
payroll, accrued royalties, accrued insurance. Group these items when they 
are relatively small.
Dividends Payable
1. Show dividends payable separately.
2. Indicate date payable and class of stock on which dividend is declared if 
more than one class is outstanding.
3. Disclose in footnote material information concerning declaration of divi­
dends immediately after balance sheet date.
4. Disclose cumulative dividends in arrears.
5. Stock dividends payable are not a liability.
Funded Debt
General
1. Include any debt issued under a formal indenture as funded debt.
2. Show detail as to title, interest rates, maturity dates, authorized amount, 
original issue, collateral if any, and amount outstanding.
3. Show company’s own securities purchased and not yet canceled as separate 
deduction from the liability, unless in debt.
4. Disclose current maturity of debt which is not to be refunded as current 
liability; show as deduction from noncurrent liability.
5. Do not show sinking fund assets as deductions from funded debt.
6. When the amounts of periodic payments of an obligation are, by contract, 
measured by current transactions, as for example, by rentals or revenues 
received in the case of equipment trust certificates or by the depletion of 
natural resources in the case of property obligations, the portion of the 
total obligation to be included as a “current liability” should be that repre­
senting the amount accrued at the balance sheet date.
7. Disclose defaults and restrictive covenants.
8. Describe assets pledged, assigned or mortgaged against funded debt.
Other Noncurrent Liabilities
General
1. Show material items separately; do not deduct mortgages payable from the 
assets.
2. Describe particulars as to title, interest rates, maturity dates, authorized 
amount, amount of original liability, amount outstanding and collateral, 
if any, either in balance sheet or through footnote.
Contingent Liabilities
General
1. Disclose information concerning contingent liabilities either in a footnote 
or in a separate section of the balance sheet with amounts indented and 
not included in total.
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Capital
General
3.
4.
Use caption “capital” in connection with partnerships and proprietorships, 
as well as corporations.
Show partners’ or proprietor’s capital as separate amount and designate as 
“partner’s capital,” “proprietor’s capital” or “John Doe, capital.” Show 
changes in capital between periods, usually in separate statement.
Classify capital of corporations into “contributed capital” and “retained 
earnings.” Show separately amounts arising from reappraisal of fixed 
assets with the caption “excess of appraised value of fixed assets over cost” 
or “appreciation of fixed assets”; avoid “surplus from appraisal.”
Do not use the term “surplus.”
Contributed Capital
1. Disclose all authorized classes of capital stock, whether or not any shares 
of the class are outstanding. Indicate the title, the number of shares 
authorized, the number issued, the number outstanding (if different), and 
the par value or stated value, if appropriate, that the stock is without par 
value. Indicate changes during the year preferably in footnote.
2. Disclose rights and preferences of preferred stocks.
3. Disclose prices and expiration dates in connection with stock purchase war­
rants or rights, options on stock and stock reserved for any purpose.
4. Describe and designate the source of capital contributed in excess of the par 
value or stated value of capital stock. Use caption “capital contributed in 
excess of par value of common stock.”
5. Use caption “donated capital” when the source of the contributed capital 
is someone not a stockholder.
6. Disclose redemption prices.
7. Describe capital arising from the reduction of par or stated value of pre­
viously issued capital stock as “capital arising from reduction of par or stated 
value of capital stock.”
8. Classify separately “capital arising from the sale or retirement of treasury 
stock.”
9. In a consolidated balance sheet separately classify in the capital section 
and describe the excess of the book amounts of net assets of a subsidiary over 
the cost at date of acquisition of the investment of the parent company.
10. Show as assets subscriptions to capital stock which are enforceable.
11. Do not show treasury stock on the asset side of the balance sheet.
12. Indicate the extent to which treasury stock restricts the payment of dividends 
from retained earnings.
13. When earnings have been converted into capital by stock dividend or other 
appropriate action, disclose the transaction.
Retained Earnings
1.
2.
4.
Clearly show in a separate (or combined)) statement changes in retained 
earnings during the year.
Properly designate any deficit, and show deficiency in assets as a deduction 
from capital and not as an asset.
Segregate appropriated from unappropriated retained earnings.
When deficit has been eliminated through a quasi-reorganization, retained 
earnings must be “dated” thereafter.
6
1.
2.
C h . 18] A P P E N D IX  A
6.
Unless materially misleading, restrict entries on the retained earnings state­
ment to net income, dividends, charges or credits resulting from trans­
actions in the company’s own stock, and transfers to and from accounts 
representing a segregation or capitalization of retained earnings.
Indicate any restrictions on dividends in footnotes.
Statement of Income
General
1. Disclose an amount designated as net income (or loss) for the year.
2. Do not condense statement at the expense of adequate disclosures.
3. Show total sales or total gross income. Segregate sales of products and 
other revenue items such as commission income or processing income. 
Preferably, show income from operations as separate item.
4. Disclose provisions for depreciation, depletion and amortization.
5. When significant in amount, show interest on funded debt and amortization 
of premium and discount on funded debt as separate amounts.
6. Disclose nonrecurring items which are material in amount.
7. Show separately nonoperating income and expenses such as income from 
investments in nonconsolidated subsidiaries.
8. If discounts earned are treated as other income, treat discounts allowed as 
other deductions; if discounts earned are subtracted from purchases, treat 
discounts allowed as subtraction from gross sales.
9. Show major classes of income taxes separately; such as, Federal normal tax 
and surtax, Federal excess profits tax, state income tax.
Consolidated Statements
General
1. Do not consolidate a subsidiary which is not controlled by the parent. 
Exclude subsidiaries which are in bankruptcy and foreign subsidiaries sub­
ject to exchange or other restrictions.
2. Indicate clearly what subsidiaries are consolidated and what subsidiaries, 
if any, are excluded from the consolidation, and the basis of inclusion and 
exclusion.
3. Present a complete set of the individual statements of the parent company 
to accompany the consolidated statements.
4. Disclose the fiscal year closing dates of subsidiaries if different from the 
closing date of the parent company. If the closing date of subsidiary is 
too widely separated from the parent’s date, exclude the subsidiary from 
the consolidation. Regulation S-X states that subsidiary may be consoli­
dated, in statements prepared from the S.E.C., only if such difference in dates 
is not more than ninety-three days.
5. Adjust intercompany sales and transactions to exclude any income not 
realized and to eliminate duplication of assets and liabilities.
6. Show as a final deduction in the consolidated income statement the share 
of the minority interest in the subsidiary’s income. The equity of the 
minority interest in the capital and surplus of the respective subsidiaries 
should be set out as a separate item in the liability section of the consolidated 
balance sheet, between liabilities and consolidated net capital.
7. Show the excess of cost of investment in subsidiary over underlying net 
asset value at date of acquisition as goodwill from consolidation stated
5.
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9.
10.
separately in the consolidated balance sheet unless such excess can be 
allocated among the tangible and intangible assets. If feasible, reduce the 
carrying value of the assets of the subsidiary when the underlying net assets 
of the subsidiary exceed the parent’s cost. In exceptional cases this excess 
may be shown in the capital section properly described.
Do not include in consolidated statement of retained earnings any earnings 
of subsidiaries earned prior to acquisition of majority control of the sub­
sidiary by the parent. If subsidiary was acquired during the current year, 
include only the operations of the subsidiary subsequent to the date of 
acquisition.
When a majority-owned subsidiary is not consolidated with the group, ex­
plain in a footnote to the consolidated statements (1) the parent’s share 
of the unconsolidated subsidiary’s income or losses for the period, (2) the 
parent’s share of dividends declared by the subsidiary during the period, 
and (3) the amount of the parent’s equity in the underlying net assets of 
the subsidiary.
Disclose method of converting foreign accounts when foreign subsidiaries 
are consolidated. Show any loss on conversion in the income statement as 
a separate item.
Supporting Notes and Supplemental Statements
1. Arrange notes in the order of the items in the statements to which they 
refer; follow with notes which do not refer to specific items in the statements.
2. When it is impracticable to include all notes on the faces of the financial 
statements, use a separate page. Refer to the notes on the face of the 
appropriate statement.
3. Use notes to explain matters relating to assets and the basis upon which 
they are stated, restrictions of liabilities, occurrences subsequent to balance 
sheet date, the effect of a change in accounting method or practice, the in­
clusion or exclusion of specific items in a partnership or proprietorship 
statement, and information concerning income taxes of individuals or 
partners.
4. Do not overdo the use of notes in financial statements. Show as much in­
formation as possible in the statements.
5. Use supplemental statements to disclose details which make basic statements 
unwieldy or hard to read.
8
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Appendix B
ILLUSTRATIONS OF VARIOUS FINANCIAL STATEMENTS
NOTE—These financial statem ents are  pa rt of the rep ort  
m anual of one firm of certified public accountants.
They are  used to illustrate the sty les of form  and  
language fa vo red  b y  that firm. The variations are  
in tentional, to show  perm issib le  a lterna tives. Editor
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1
ASSETS
CURRENT ASSETS
Cash (excluding $200,000 shown under fixed 
assets)
Notes and accounts receivable 
Customers 
Notes
Less notes discounted
Accounts ($6 5 , 675 pledged to secure 
notes payable to bank)
Officers and employees 
Affiliated company (Corporation E)
andLess allowance for doubtful notes 
accounts
Inventories - at the lower of cost
(determined by last-in-first-out method 
for raw materials, first-in-first-out 
method for work in process and finished 
goods) or market 
Raw materials 
Work in process 
Finished goods
Prepaid expenses and deposits 
Total current assets
INVESTMENTS  
Investment in D Corporation 
(wholly-owned subsidiary - 
at cost)
Advances
Investment in common stock of E Corporation 
( 4 0% owned) - at cost (market value, $4 7 , 250)
FIXED ASSETS
Land - at cost
Buildings, machinery and equipment, 
automobiles and trucks, furniture and 
fixtures - at cost (note 1 )
Less accumulated depreciation
Leasehold Improvements - at cost, less 
$4 ,335 amortization
Cash committed to fixed asset replacements 
(note 1 )
DEFERRED CHARGES AND OTHER ASSETS
Cash surrender value of life insurance
Unamortized discount and expenses on first 
mortgage notes
Organization expenses
85,784
65,234
2 5 ,000
5 0 ,000
425,676
185, 345
ABC Corporation 
BALANCE SHEET 
December 31, 1952
$ 75 ,346
$ 65,345 
4 5 ,000
20 ,345
 15 5,704
176,049
10,240
2 6 , 346
212,635
8,344 204,291
193,394
  9, 333
$ 482,366
75,000
4 0 , 000
10, 000
240,331
6,583
2 0 0 ,0 0 0
32,345
8,565
650
115,000
456,914
4 1 ,560
$ 1 ,095,840
LIABILITIES
CURRENT LIABILITIES
Notes payable to bank (secured by pledge 
of $65,675 of accounts receivable) 
Current maturities of first mortgage 
notes
Accounts payable 
Trade
Affiliated company (Corporation E) 
Taxes on income for the year ended 
December 31, 1952 
Accrued liabilities 
Salaries and wages 
Taxes (other than taxes on Income) 
Interest
Total current liabilities
$ 75,672 
22,345
6,533
4,782
2 ,188
$ 40,000
2 5 ,000
98,017
5 2 ,000
13 ,503
$ 228,520 
FUNDED DEBT
5% first mortgage notes (due in annual 
installments of $25,000, plus interest; 
final payment due October 1 , 1959; 
secured - note 1 )
Less current maturities
175,000
25,000 150,000
CAPITAL
Contributed capital
6% cumulative preferred stock - 
authorized, 2 ,000 shares of $100 
par value; issued and outstanding,
1,800 shares 180,000
Common stock - authorized, issued and 
outstanding, 50,000 shares of $5 
par value 250,000
Capital contributed in excess of par 
value of common stock 
Retained earnings
Appropriated for fixed asset replace­
ments 125,000
Unappropriated 112,320
5 0 ,000 480,000
237,320 717,320
$ 1,095,840
NOTE
(1 ) Land, buildings and machinery with a depreciated book value of $ 225,675 are pledged as security for the 5% first mortgage notes. Insurance proceeds 
of $200,000 received due to damage by fire of Plant No. 1 (classified on the balance sheet in the fixed asset section) are also pledged under the 
mortgage. Construction contracts for building and purchase contracts for replacement of machinery amount to $215,000.
Exhibit 1 . Balance Sheet - ABC Corporation
ABC Corporation 
STATEMENT OF INCOME 
Year ended December 3 1 , 1952
SALES
Gross sales, less returns, 
allowances and discounts $ 1 , 950,950
COST OF GOODS SOLD
Gross profit
1 , 535,509
4 1 5 ,441
SELLING AND ADMINISTRATIVE EXPENSES  
Selling expenses 
Administrative expenses
$ 126,733
175,929 302,662
Operating profit 112 ,779
OTHER INCOME
Dividends received 4 ,0 0 0
116,779
OTHER DEDUCTIONS 
Interest expense
Amortization of discount and expenses 
on first mortgage notes
Net Income (before taxes on income)
TAXES ON INCOME
Federal normal tax and surtax
N E T  INCOME
13,653
1,222 14,875
1 0 1 ,904
52,000
$ 49,904
Exhibit 2. Statement of Income — Multiple Step
ABC Corporation
STATEMENT OF RETAINED EARNINGS
Year ended December 31, 1952
ABC Corporation
Appropriated Unappropriated Total
Retained earnings - January 1 , 
1952  
Add
Net income for the year ended 
December 3 1 , 1952 
Insurance recovery from fire 
damage to plant in excess of 
depreciated cost ($2 0 0 ,0 0 0  
less $ 7 5 ,0 0 0 ) appropriated 
for fixed asset replacements
Deduct
Dividends paid
Preferred stock - $6 a share 
Common stock - $ .5 0  a share
RETAINED EARNINGS - 
DECEMBER 3 1 , 1952
$ - $ 9 8 ,2 1 6 $ 9 8 ,2 1 6
4 9 ,9 0 4 49,904
1 2 5 .0 0 0 1 2 5 .0 0 0
125,000 148,120 273,120
1 0 ,800 1 0 ,8 0 0
25 .0 0 0  2 5 ,000
3 5 , 800 3 5 ,800
$125,000 $112,320 $237,320
Exhibit 3. Statement of Retained Earnings
ABC Corporation
STATEMENT OF COST OF GOODS SOLD
Year ended December 31, 1952
ABC Corporation
R A W  M A T E R I A L S  U S E D
Inventory - J a n u a r y  I, 1952  
Purchases, less disco u n t s
Inve n t o r y  - D e c e m b e r  3 1 , 1952
D I R E C T  LABOR
M A N U F A C T U R I N G  E X P E N S E S  
Indirect labor 
S u p e r v i s o r y  salaries 
Cle r i c a l  salaries
A m o r t i z a t i o n  of leasehold I m p r o v e m e n t s 
D e p r e c i a t i o n  
B u i l d i n g s
M a c h i n e r y  and e q u i p m e n t 
Employees' welfare 
E x p e r i m e n t a l  
Fuel
Insurance
Fire and liabi l i t y  
W o r k m e n ' s  c o m p e n s a t i o n  
Power
R e p a i r s  and m a i n t e n a n c e  
B u i l d i n g
M a c h i n e r y  and e q u i p m e n t  
Small tools 
S u p plies 
Taxes
P r o perty 
S ocial s e c u r i t y  
S u n d r y
Cost of m a n u f a c t u r i n g
$ 8 5 ,9 2 0  
5 5 0 , 235  
6 36 ,1 5 5  
8 5 , 784 $
54,272
45,450
21,000
1 ,2 2 2
4,232
33, 562
4,725
3,972
8 ,970
8 , 9 2 8
3,913
71,718
3 , 7 5 0
1 2 ,6 4 8
9 ,5 4 0
14,625
1 1 , 8 7 0
4 , 1 2 8
9 ,388
550,371
651,976
327, 913
1 , 530,260
DEC R E A S E  IN W O R K  IN PROCESS I N V E N T O R Y  
J a n u a r y  1 , 1952  
D e c e m b e r  3 1 , 1952
Cost of goods m a n u f a c t u r e d
D E C R E A S E  IN FI N I S H E D  G O ODS I N VENTORY 
J a n u a r y  1 , 1952  
D e c e m b e r  31. 1952
C O S T  OF G O O D S  S O L D
67, 340
65, 234
45,519
4 2 ,3 7 6
2 , 106
1 , 5 3 2 , 3 6 6
3 ,1 43
$ 1 , 535,509
Exhibit 4. Statement of Cost of Goods Sold
ABC Corporation
Year ended December 31, 1952
ABC Corporation
STATEMENT OF SELLING AND ADMINISTRATIVE EXPENSES
SELLING EXPENSES
Salesmen's salaries and commissions
Advertising
Postage
Sales conventions and promotion 
Sales offices expenses 
Social security taxes 
Telephone and telegraph 
Traveling and entertainment 
Sundry
TOTAL
$ 81,792 
15,827 
2,530 
5,800 
3,601 
271 
1,316  
15,276  
320
$ 126,733
ADMINISTRATIVE EXPENSES 
Officers' salaries 
Clerical salaries
Depreciation - office furniture and fixtures 
Donations
Dues and subscriptions 
Insurance
Provision for doubtful accounts 
Professional services 
Stationery, supplies and postage 
Taxes
Social security 
Franchise and other 
Traveling 
Sundry
TOTAL
$ 82,280 
72,103 
1,000 
1,220 
1,583 
2,200 
3,202 
1,750 
928
1,687
300
7,249
427
$ 175,929
Exhibit 5. Statement of Selling and Administrative
Expenses - ABC Corporation
ASSETS
CURRENT ASSETS 
Cash
Notes and accounts receivable 
Customers
Notes ($4 5,000 discounted in 1952) 
Accounts ($65,675 pledged as collateral 
on notes payable to bank in 1952) 
Officers and employees 
Affiliated company (E Corporation)
Less allowance for doubtful notes and 
accounts
Inventories - at the lower of cost
(determined by last-in-first-out method 
for raw materials, first-in-first-out 
method for work in process and finished 
goods) or market 
Raw materials 
Work in process 
Finished goods
Prepaid expenses and deposits 
Total current assets
INVESTMENTS
Investment in D Corporation 
(wholly-owned subsidiary) - 
at cost 
Advances
Investment in common stock [ 4 0%) of E 
Corporation - at cost
FIXED ASSETS
Land - at cost
Buildings, machinery and equipment - at 
cost, less allowance for depreciation 
in 1952 of $185,345; in 1951 of $247,345  
(note 1 )
Leasehold improvements - at cost, less 
amortization (1952, $4 ,335; 1951, $3,541
Cash committed to fixed asset replacements 
(note 1 )
DEFERRED CHARGES AND OTHER ASSETS
Cash surrender value of life insurance 
Unamortized discount and expenses on first 
mortgage notes 
Organization expenses
ABC Corporation 
COMPARATIVE BALANCE SHEETS 
December 31, 1952 and 1951
December 3 1, Increase
1952 1951 decrease*
$ 75,346 $ 85,783 $ 10,437*
20,345 55,738 35,393*
155,704  
10,240  
26,346
169,187
8 ,124
13,483* 
2,116 
26,346
212,635 233,049 20,414*
8,344
204,291
8,976
224,073
632*
19,782*
85,784
65,234
___ 42,376
193,394 
 9,335
85,920
67,340
4 5,51 9
198,779
8 ,962
136*
2,106*
 3 , 143*
5,385*
 373
482,366 517,597 35,231*
2 5 ,000
5 0 , 000
- 2 5 ,000
5 0 ,000
75,000 - 75,000
40,000
115,000
2 5 ,000
2 5 ,000
1 5 ,000
9 0 ,000
10,000 10,000 -
240,331 333,331 9 3,000*
6,583 7 ,377 794*
200 , 000 200,000
456,914 350,708 106,206
32,345 29,236 3,109
8,565
650
9,787
650
1 ,222*
41,560 39 , 673 1,887
$1 ,095,840 $932,978 $162,862
LIABILITIES
CURRENT LIABILITIES
Notes payable to bank (secured by pledge 
of $65,675 of accounts receivable in 1952) 
Current maturities of first mortgage 
notes
Accounts payable 
Trade
Affiliated company (E Corporation)
Taxes on Income 
Accrued liabilities 
Salaries and wages 
Taxes (other than taxes on Income) 
Interest
Total current liabilities
FUNDED DEBT
5% first mortgage notes (due in annual 
installments of $25,000, plus interest; 
final payment due October 1 , 1959; 
secured - note 1 )
Less current maturities
CAPITAL
Contributed capital
6% cumulative preferred stock - 
authorized, 2 ,000 shares of $100 
par value; Issued and outstanding, 
1952 - 1,800 shares; 1951 - 1,000 
shares
Common stock - authorized, issued and 
outstanding, 50,000 shares of $5 
par value
Capital contributed in excess of par 
value of common stock 
Retained earnings
Appropriated for fixed asset replace­
ments
Unappropriated
December 3 1,
1952 1951
Increase
decrease*
40,000 $ 70,000 $ 30,000*
175, 000 200,000
25,000 25,000150,000 175,000
25,000 25,000 -
75,672 82,535 6 ,863*
2 2 ,345 22,619 274*
98,017 105,154 7,137*
52,000 46,500 5,500
6 ,533 5,976 557
4,782 4,632 150
2 ,188 2,500 312*
13, 5 03
228,520
1 3 , 108
259,762
____ 395
3 1,242*
25, 000*
25, 000*
180,000 100,000 80,000
250,000 250,000 -
50,000 50,000 -
125,000
1 1 2 ,320
237,320
  717, 320
9 8 ,216 
9 8 ,216 
4 9 8 ,216
125,000
1 4 , 104
13 9 , 104
21 9 , 104
$ 1 ,095,840 $932,978 $162,862
NOTE
(1) Land, buildings and machinery with a depreciated book value of $225,675 are pledged as security for the 5% first mortgage notes. Insurance proceeds 
of $200,000 received due to damage by fire of Plant No. 1 (classified on the balance sheet in the fixed asset section) are also pledged under the 
mortgage. Construction contracts for building and purchase contracts for replacement of machinery amount to $215,000,
Exhibit 6 . Comparative Balance Sheet - ABC Corporation
ABC Corporation
COMPARATIVE STATEMENTS OF INCOME AND RETAINED EARNINGS
Years ended December 3 1 , 1952 and 1951
Year ended December 3 1 , Increase
1952 1951 decrease*
SALES
Gross sales, less returns, 
allowances and discounts $ 1 ,9 5 0 ,9 5 0 $1,875,633 $ 75,317
COST OF GOODS SOLD 1 ,5 3 5 ,5 0 9 1,425,694 109,815
Gross profit 4 1 5 ,441 449,939 34,498*
SELLING AND ADMINISTRATIVE EXPENSES 302,662 325,376 2 2 ,714*
Operating profit 1 1 2 ,779 124,563 1 1 ,784*
OTHER INCOME 4 ,0 0 0
  116,779
2,500
127,063
1,500
1 0,284*
OTHER DEDUCTIONS 14,875 16,238 1,363*
Net income (before taxes 
on income) 101 ,904 110,825 8,921*
TAXES ON INCOME 52,000 4 6 ,5 0 0 5,500
Net Income 49,904 6 4 ,3 2 5 1 4,421*
Plus
Retained earnings - January 1 
Insurance recovery in excess of 
book value
98,216
125,000
64,891 33,325
125,000
2 7 3 ,1 2 0 129,21b 143 ,904
Less
Dividends paid
Preferred stock - $6 a share 
Common stock - $ . 5 0  a share 
Appropriated for fixed asset 
replacements
10,800
25,000
125,000
6 , 0 0 0
25,000
4,800
125,000
160,800 31,000 129,800
UNAPPROPRIATED RETAINED 
EARNINGS - DECEMBER 31 $ 112,320 9 8 ,216 $ 14 ,1 0 4
* Denotes red figure
Exhibit 7 . Comparative Combined Statements of 
Income and Retained Earnings - ABC Corporation
Year ended December 31, 1952
ABC Corporation
STATEMENT OF SOURCE AND APPLICATION OP FUNDS
FUNDS WERE PROVIDED BY 
Income (Exhibit 8)
Add back non-funds charges
Depreciation and amortization 
Amortization of bond discount 
and expense
Funds provided by operations
Insurance recovery on destruction 
of plant
Proceeds from sale of cumulative 
preferred stock 
Decrease in working capital
TOTAL FUNDS PROVIDED
$49,904
38,795
1,222
$ 89,921
200,000
80,000
   3,989
$373,910
FUNDS WERE APPLIED TO
Additions to fixed assets 
Reduction of first mortgage debt 
Purchase of stock of D Corporation 
Advances to D Corporation 
Purchase of stock of E Corporation 
Fund appropriated for fixed asset replacements 
Increase in cash surrender value of 
life insurance
Payment of 6% preferred dividend 
Payment of 10% common dividend
TOTAL FUNDS APPLIED
$ 2 0 ,0 0 0  
2 5 ,0 0 0  
25,000 
50 ,000  
15 ,0 0 0  
200,000
3,110
10,80 0
25,000
$373,910
Exhibit 8 , Statement of Source and Application
of Funds - ABC Corporation
D Corporation 
BALANCE SHEET 
December 3 1 , 1952
ASSETS LIABILITIES
CURRENT ASSETS
Cash on hand and in bank 
Accounts receivable - customers 
Inventories of parts and accessories, 
at the lower of cost (determined by 
f irst-in-first-out method) or 
market
Prepaid expenses
$32,378
26,741
11,643
653 $ 7 1 ,415
CURRENT LIABILITIES
Accounts payable - trade 
Taxes on Income 
Accrued liabilities 
Salaries and wages 
Taxes (other than taxes on income)
$3,232
1,248
$15,352
16,000
4,480 $ 3 5 ,8 3 2
NONCURRENT LIABILITY
Advances from parent company (ABC Corporation) 50,000
FIXED ASSETS
Machinery and equipment, automobiles and 
trucks, furniture and fixtures - at cost 
Less accumulated depreciation
6 9 ,78 3
18,559 51,224
$ 12 2 ,6 3 9
CAPITAL
Common stock - authorized, issued and 
outstanding, 1,000 shares of $10 
par value 
Retained earnings
1 0 ,0 0 0
2 6 ,8 0 7 3 6 , 807
$ 12 2 ,6 3 9
Exhibit 9 . Balance Sheet - D Corporation
Year ended December 31, 1952
D Corporation
STATEMENT OF INCOME AND RETAINED EARNINGS
INCOME
Product sales $2 1 7 , 9 9 3
Service fees 4 6 , 2 6 7
Discounts 1 , 4 7 2
COSTS AND EXPENSES
Parts and accessories 8 0 , 2 7 4
Supplies and materials 1 1 , 9 7 8
Labor 1 0 5 , 6 7 3
Rent 6,000
Supervision 10,000
Depreciation 8,000
Sundry expenses 3 , 7 8 3
Federal normal tax and surtax 1 6 , 0 0 0
NET INCOME
RETAINED EARNINGS - JANUARY 1, 1952
RETAINED EARNINGS - DECEMBER 31, 1952
$265,732
241,708
24,024
2,783 
$ 2 6 ,8 0 7
Exhibit 10, Single-Step Statement of Income
D Corporation
ASSETS
CURRENT ASSETS 
Cash
Notes and accounts receivable 
Customers
Notes ($45,000 discounted)
Accounts ($6 5 ,6 7 5 pledged to collateralize 
notes payable to bank)
Officers and employees 
Affiliated company
Less allowance for doubtful notes and 
accounts
Inventories - at the lower of cost (determined 
by last-in-first-out method for raw materials, 
first-in-first-out method of work in 
process and finished goods) or market 
Raw materials 
Work in process 
Finished goods
Prepaid expenses and deposits 
Total current assets
INVESTMENT
Investment in common stock of E Corporation 
( 40% owned) - at cost (market value, $47,250)
FIXED ASSETS 
Land - at cost
Buildings, machinery and equipment, auto­
mobiles and trucks, furniture and 
fixtures - at cost (note 1)
Less accumulated depreciation 
Leasehold improvements - at cost, less $4 ,335 
amortization
Cash committed to fixed asset replacements 
(note 1)
DEFERRED CHARGES AND OTHER ASSETS
Cash surrender value of life insurance 
Unamortized discount and expenses on first 
mortgage notes 
Organization expenses
EXCESS OF COST OF INVESTMENT OVER NET 
ASSETS OF SUBSIDIARY AT ACQUISITION
$ 20,345
182,445
202,790
10,240
26,346
239,376
85,784
65,234
51, 574
ABC Corporation
and Wholly-owned Subsidiary, D Corporation 
CONSOLIDATED BALANCE SHEET 
December 31, 1952
$107,724
8,344 2 3 1,0 3 2
495,459
203,904
202,592
9 ,983
$ 551,336
40,000
10,000
291,555
6 ,5 8 3
200,000
32,345
8 ,5 6 5
650
50 8 ,138
41,560
7 ,733
$1,148,767
LIABILITIES
CURRENT LIABILITIES        
Notes payable to bank (collateralized by 
pledge of $6 5 ,6 7 5 of accounts receivable) 
Current maturities of first mortgage 
notes
Accounts payable 
Trade
Affiliated company 
Taxes on income 
Accrued liabilities 
Salaries and wages 
Taxes (other than taxes on Income) 
Interest
Total current liabilities
FUNDED DEBT
5% first mortgage notes (due in annual 
installments of $2 5,000, plus interest; 
final payment due October 1, 1959; 
secured - note 1)
Less current maturities
$ 91,024
22,345
9,765
6,030
2 ,18 8
CAPITAL
Contributed capital
6% cumulative preferred stock - 
authorized, 2,000 shares of $100 
par value; issued and outstanding, 
1,8 0 0 shares
Common stock - authorized and issued, 
50,000 shares of $5 par value
Capital contributed in excess of par 
value of common stock 
Retained earnings
Appropriated for fixed asset replace­
ments
Unappropriated
$ 40,000 
25,000
113,369
6 8 ,0 0 0
17, 983
$ 264,352
175,000
25, 000 150,000
18 0 , 000
250, 000
5 0 , 000 480,000
125,000
129,415 2 5 4 ,4 15 734,415
$1,148,767
NOTE
(1 ) Land, buildings and machinery with a depreciated book value of $225,675 are pledged as security for the 5% first mortgage notes. Insurance proceeds 
of $200,000 received due to damage by fire of Plant No. 1 (classified on the balance sheet in the fixed asset section) are also pledged under the 
mortgage. Construction contracts for building and purchase contracts for replacement of machinery amount to $215,000.
Exhibit 11. Consolidated Balance Sheet - ABC Corporation and Wholly-owned Subsidiary, D Corporation
ABC Corporation
and Wholly-owned Subsidiary, D Corporation 
CONSOLIDATED STATEMENT OF INCOME AND RETAINED EARNINGS 
Year ended December 3 1 , 1952(1)
SALES
Gross sales, less returns, 
allowances and discounts
COST OF GOODS SOLD
$ 2 ,0 6 0 ,2 9 6
Inventories - beginning of period 
Labor and materials used
$ 1 9 8 ,7 7 9  
1 ,2 0 2 ,3 4 7
Manufacturing expenses (including
depreciation of $4 1 ,7 9 5 ) 414,250
1,815,376
Inventories - end of period 2 0 2 ,5 9 2 1,612,784
Gross profit 4 4 7 ,5 1 2
SELLING AND ADMINISTRATIVE EXPENSES
Selling expenses 1 2 6 ,7 3 3
Administrative expenses 1 7 7 ,8 2 8 3 0 4 ,5 6 1
Operating profit 142,951
OTHER INCOME
Dividends received 4,000
l46 ,951
OTH E R  DEDUCTIONS
13,653Interest expense 
Amortization of discount and
expenses on first mortgage notes 1,222 14,875
Net Income (before taxes on income) 1 3 2 ,0 7 6
TAXES ON INCOME 6 5 ,0 7 7
Consolidated net Income 66,999
Plus
Retained earnings - January 1, 1952 
Insurance recovery from destruction of
9 8 ,2 1 6
plant in excess of depreciated cost
($200,000 less $75,000) 12 5 ,0 0 0
2 9 0 ,2 1 5
Less
Dividends
Preferred stock - $6 a share 10 ,8 0 0
Common stock - $.50 a share 2 5 ,0 0 0
Appropriated for fixed asset replacements 12 5 ,0 0 0 16 0 ,8 0 0
CONSOLIDATED UNAPPROPRIATED RETAINED
EARNINGS - DECEMBER 31, 1952 $ 129,415
(1). D Corporation is included only for the period from July 1 
(date of acquisition) to December 31.
Exhibit 12, Consolidated Statement of Income and Retained 
Earnings - ABC Corporation and Wholly-Owned Subsidiary
D Corporation
ABC Corporation
and Wholly-owned Subsidiary, D Corporation 
WORK SHEET - CONSOLIDATION OP BALANCE SHEETS 
December 31, 1952
ASSETS
CURRENT ASSETS 
Cash
Accounts receivable, customers ($65,675 pledged)
Accounts receivable, officers and employees
Accounts receivable, affiliated company
Notes receivable, trade (less $45 ,000 discounted)
Inventories - at the lower of cost (determined by last-in-first-out 
method for raw materials, first-in-first-out method for work 
in process and finished goods ) or market 
Raw materials 
Work in process 
Finished goods
Prepaid expenses and deposits 
Total current assets
INVESTMENTS
Investment in D Corporation, wholly-owned subsidiary 
Advances to D Corporation
Investment in common stock of E Corporation ( 4 0%  owned)
Total investments
FIXED ASSETS 
Land
Buildings, machinery and equipment, automobiles and trucks, 
furniture and fixtures 
Less allowance for depreciation
Leasehold Improvements (less $4 ,335 amortization)
Cash committed to fixed asset replacements 
Total fixed assets
DEFERRED CHARGES AND OTHER ASSETS
Cash surrender value of life Insurance
Unamortized discount and expense on first mortgage notes 
Organization costs
Total deferred charges and other assets
EXCESS OF COST OF INVESTMENT OVER NET 
ASSETS OF SUBSIDIARY AT ACQUISITION
*Denotes red figure
ABC
Corporation
D
Corporation
Intercompany
eliminations
Consolidated
balances
$ 75,346 
147 ,3 6 0  
10,240 
26,346 
20,345
$ 32,378 
26,741
$ 107,724
174,101
10,240
26,346
20,345
85,784
65,234
42,376
9 , 335
11,643
653
$ 2,445
85,784
65,234
51,574
9,988
482,366 71,415 2,445  $51,336
2 5 ,000
5 0 ,000
40,000
2 5 ,000
5 0 ,000
4 0 ,000
115 ,000 75 ,0 00 40,000
10,000 10,000
425,676
1 85,345
240,331
6,583
200, 000
69,783
18.559
51,224
495,459
203 , 904
291,555
6,583
200 , 000
456,914 51,224  5 0 8 ,1 38
32,345
8,565
650
41,560
7 , 733*
32,345
8,565
650
41,560
____ 7 .733
$1,148,767$1,095,840 $122,639 $69,712
Exhibit 13. Work Sheet - Consolidation of Balance Sheets -
ABC Corporation and Wholly-owned Subsidiary, D Corporation
ABC Corporation
and Wholly-owned Subsidiary, D  Corporation 
WORK SHEET - CONSOLIDATION OF BALANCE SHEETS 
December 3 1 , 1952
LIABILITIES
CURRENT LIABILITIES    
Notes payable to bank (secured by $65,675 accounts receivable) 
Current maturities of first mortgage notes 
Accounts payable, trade 
Accounts payable, affiliated companies 
Taxes on income 
Accrued liabilities 
Salaries and wages 
Taxes (other than taxes on income)
Interest
Total current liabilities
NONCURRENT LIABILITY 
Due to parent company
FUNDED DEBT
5%  first mortgage notes (due in annual Installments of $25»000, 
plus interest; final payment due October 31, 1959; 
secured)
Less current maturities
Balance, due after one year
CAPITAL
Contributed capital
6% cumulative preferred stock - authorized, 2,000 shares of 
$100 par value; issued and outstanding, 1 ,8 0 0 shares 
Common stock - authorized, issued and outstanding, 50,000 
shares of $5 par value
Capital contributed in excess of par value of common stock 
Common stock - authorized, issued and outstanding, 1,000 
shares of $10 par value 
Retained earnings
Appropriated for fixed asset replacements 
Unappropriated
Balances December 31 , 1952 
ABC D
Corporation Corporation
Intercompany
eliminations
Consolidated
balances
$ 110,000 
25,000 
75,672 
22,345 
52,000
$ 15,352 
16 ,00 0
$ 40,000 
25,000 
91,024 
22,345 
68,000
6,533
4,782
2 ,1 8 8
3,232
1,248
9,765
6 , 030
2 , 188
2 28,526 35,832   264,352
50,000 $50,000
175,000 
25,000 
 150,000
175,000 
25,000 
15 0,000
180,000 180,000
250,000
50,000
10,000 10,000
250,000
50,000
125,000
112,320 26,807 7,267)
125,000
129,415
717,320 36,807 19.712 734,415
$1,095,840 $122,639 $69,712 $1,148,767
Exhibit 13. Work Sheet - Consolidation of Balance Sheets -
ABC Corporation and Wholly-owned Subsidiary, D Corporation
ABC Corporation
and Wholly-owned Subsidiary, D Corporation 
WORK SHEET - CONSOLIDATION OF INCOME AND RETAINED EARNINGS STATEMENTS 
Year ended December 31 , 1952
Eliminations
Total - 1952
SALES AND SERVICE 
Customers 
Intercompany
Total sales
COST OF GOODS SOLD
Customers (including depreciation)
Intercompany
Total cost of goods sold
Gross profit
SELLING EXPENSES
ADMINISTRATIVE EXPENSES
Operating profit
OTHER INCOME
Dividends received
OTHER DEDUCTIONS 
Interest expense
Amortization of discount and expenses on 
first mortgage notes
Net Income (before taxes on Income)
TAXES ON INCOME
Net Income
Plus
Retained earnings - beginning of period 
Insurance recovery from fire damage to plant in 
excess of depreciated cost ($200,000 less $75,000)
Less
Dividend paid, preferred stock - $6 a share 
Dividend paid, common stock - $.50 a share 
Transferred to appropriated retained earnings
UNAPPROPRIATED RETAINED EARNINGS - DECEMBER 31, 1952
ABC D
Corporation Corporation
$ 1 ,9 0 5 ,3 12 $2 6 5 ,73 2
4 5 ,6 3 8 -
1 ,950,950 2 6 5,73 2
1 ,535,50 9 18 7 ,9 2 9
- 33,9 96
1 ,5 3 5,50 9 2 2 1,9 2 5
415,441 43,8 0 7
12 6 ,7 3 3 -
1 7 5 , 929 3 ,78 3
302,662 3 ,78 3
112,779 40,024
4,000 _
 1 1 6 ,7 7 9  40,024
1 3 ,6 5 3 -
1 ,2 2 2 -
14,875 -
101,904 40,024
52,000 16,000
49,904 24,024
9 8 ,2 16 2 ,7 8 3
125,000 -
2 7 3 ,12 0 26,807
10,800
25,000 -
125,000 -
1 6 0 ,800 -
$ 112 ,3 2 0 $ 26,807
Operations of 
D Corporation 
prior to 
July 1,  1952
$110,748
110,748
101,457
101,457
9,291
1,884
1 ,8 8 4
7,407
7,407
7,407
2,923
4,484
2,78 3
7 ,2 6 7
$ 7 ,2 6 7
Intercompany
transactions
45, 638
9,197
3 3 , 996
43,193
2 , 445
2 , 445
2, 445
2 ,4 4 5
2 ,4 4 5
2,445
$ 2,445
Consolidated
total
1952
$2 ,060,296
2 ,060,296
1,612,784
1,612,78 4 
447,512
126,733
17 7 ,8 2 8
304,561
142,951
4 ,000
146,951
13,653
1,222
14,875
13 2 ,0 76
65,077
66,999
9 8 ,2 16
1 2 5 , 000 
2 9 0 ,2 15
10,800
25,000
1 2 5 , 000
160,800
$ 129,415
Exhibit 1 4 . Work Sheet - Consolidation of Income and Retained Earnings - 
ABC Corporation and Wholly-owned Subsidiary, D Corporation
KLM Corporation
CONSOLIDATED STATEMENT OF FINANCIAL POSITION 
December 31, 1951
Current assets
Stated on basis of realizable values 
Cash
Receivables (after allowance for doubtful accounts 
of $375,000)
Stated at the lower of cost (last-in-first-out) or market 
Inventories (approximate cost of replacement, $125,000,000) 
Prepayments allocable to future operations
Total current assets
Current liabilities
Notes payable to banks
Payable to material suppliers and others 
Federal income and excess profits taxes
Total current liabilities 
Net current assets
Property - buildings, machinery and equipment, at cost 
Cost allocated to operations to date
Land - at cost
Investment in and advances to Netherlands subsidiary - 
a t  c o s t   
Intangibles (cost, $172,400)
TOTAL NET ASSETS IN WHICH CAPITAL IS INVESTED
Ten-year debentures due 1957
Ownership equities
Preferred stock - cumulative 4.2%
245,000 shares of $100 par value 
Common stock - 3,8l8,480 shares of $10 par value 
Capital in excess of par value 
Net income retained for use in the business
TOTAL CAPITAL INVESTED
$ 1 1 , 0 6 6 , 1 8 3
40 , 213,054
5 1 , 279,237
114 , 165,611
276,751
165 , 721,599
35,000,000
36, 224,732
2 1 , 469,271
1 0 7 , 2 8 1 , 8 0 0
23 , 171,749
8 4 ,1 1 0 , 0 5 1
3 , 5 1 1 , 554
92, 694,003
7 3 , 027,596
8 7 , 6 2 1 , 6 0 5
749,501 
__________ 1
$ 16 1 , 398,703
$ 1 8 , 0 3 3 , 0 0 0
24,500,000
3 8 , 1 8 4 , 8 0 0
1 , 6 6 2 , 0 0 0
79,018,903 118,865,703
$ 16 1 , 398,703
Exhibit 15. Alternative Form - Statement Of Financial Position
KLM Corporation
KLM Corporation
CONSOLIDATED STATEMENT OP EARNINGS 
Year 1951
Sales
Costs
Inventories brought forward from last year 
Materials, supplies and services purchased 
Wages, salaries and other employee benefits 
Portion of cost of property allocated to 
operations (depreciation and amortization) 
Interest on borrowed funds
Inventories carried forward to next year
Federal normal tax and surtax 
Federal excess profits taxes
$393, 756,098
$ 72, 978,789 
277, 504,211
111,261,646
7,843,127
683,003 
4 70,2 7 0 ,7 7 6
112,684,862
1 4 ,449,862
5 ,9 8 8 ,18 1
Net income for year 1951 
Add
Net Income retained for use in the business 
brought forward from last year
Deduct dividends paid in cash during year 
Preferred stock - $4.20 per share 
Common stock - $3.00 per share
1,044,750
11,293,440
357, 585,914
 3 6 ,170,184 
20, 438,043
15,732,141
75,624,952
 91 , 357,093
1 2 ,3 3 8 ,19 0
NET INCOME RETAINED FOR USE IN THE BUSINESS 
AT DECEMBER 31, 1951 $ 79,018 ,903
Exhibit 1 6. Alternative Form - Combined Consolidated Statement
of Income and Retained Earnings (modified single-step)
KLM Corporation
KLM Corporation 
SOURCE OP N ET CURRENT ASSETS 
Year 1951
Additions to net current assets 
From earnings
Net Income for 1951 
Add cost of properties allocated to 
operations in 1951 (depreciation and 
amortization)
From properties sold 
From common stock issued
Total additions to net 
current assets
$15,732,141
7,843,127
23,575,268
35,960
1,124,794
$24,736,022
Net current assets used
For dividends
For land, buildings and equipment 
purchased
For investment in and advances to 
subsidiary
For retirement of ten-year 2% 
debentures
For retirement of preferred stock 
Total current assets used
Decrease in net current assets in 1951
12 , 338,190
25, 310,304
447,040
5 7 ,0 0 0
50 0 ,0 0 0
38, 652,534
13 , 915,512
Net current assets brought forward from 
last year
NET CURRENT ASSETS AT DECEMBER 3 1 ,
1951
86,667,357
$72,750,845
Exhibit 17. Alternative Form - Source of Net Current Assets 
K L M  Corporation
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REPORT WRITING
Scope of C hapter  
T ypes of R eports
Short-Form Report. Long-Form Report. Special Reports.
P urposes an d  U ses o f  R eports
Rendering an Opinion. Furnishing Information (Information In­
cluded in Short- and Long-Form Reports; Data Needed by Credit 
Grantors; Information Directed to the General Public).
D isclosure of R esponsibility  A ssumed
Effect of Statement on Auditing Procedure No. 23 (Examples of Dis­
claimers). “Piecemeal” Opinions. When is a Nonopinion Report 
Appropriate? Qualified Opinions.
R eport C o ntent
Representative List of Contents. Table of Contents. Accountant’s 
Report. Financial Statements (Designation of Financial Statements; 
Financial Statement Titles). Schedules. Report Comments. Ap­
pendixes. Analyses and Statistics (Display of Analytical and Statistical 
Data). Arrangement of Report Content.
W riting  th e  R eport C o m m ents
Attributes of Good Report Writing (Clarity; Use of Appropriate 
Words; Punctuation; Continuity; Grammar; Some Positive Aspects of 
Composition).
R eport  M anuals
A ppend ix es
Financial Statements for Bank Credit Purposes (Robert Morris Asso­
ciates).
Sections of Long-Form Reports.
Extracts from a Report Manual.
Extracts from a Report Form and Presentation Manual.
Examples of Qualified Opinions, Exceptions, and Explanatory Matter 
in Published Corporate Reports.
CHAPTER 19
Report W riting
BY I. B. McGLADREY*
W h e n  th e  certified  pu blic  ac co un ta nt  has completed the field work for 
an engagement, one of the most im portant parts of his task remains to 
be done. He must prepare a report. W ithout this the field work, how­
ever competently performed, may be of much less value to his client.
T he accountant who lacks the ability or persistence necessary to write 
a clear, well-organized, accurate, informative and interesting report of the 
results of his engagement neither serves his client as well as he should nor 
does justice to his own work. If his report lacks clarity, it may be mis­
understood; if it is deficient in organization, it will create an unfavorable 
impression; if it is inaccurate or insufficiently informative, it will fail in 
its purpose; and if it is uninteresting, it may not be read in its entirety.
SCOPE OF THIS CHAPTER
An attem pt is made in this chapter to provide some guidance to the 
accountant whose reports are not all that he may wish them to be. A. E. 
Cutforth, a member of the profession in Great Britain, has said in point­
ing out the difficulties encountered in attem pting to discuss report writing 
in a useful and practical manner; “One cannot dogmatize about reports 
in general or reduce report writing to an exact science.”1 R eport writing 
is not an exact science; being a creative — and, to some extent, literary — 
activity, it must provide for individuality in such matters as style and 
technique. However, certain pragmatic standards, m entioned in the 
preceeding paragraph, must be met by a report, if it is to be fully effective.
A discussion of the types of reports, their purposes and uses, their con­
tents, suggestions for improving their readability, and a review of current 
practices in report writing constitute the scope of this chapter. T here 
are other im portant, technical aspects of the report-writing activity, but 
their inclusion would expand this chapter beyond its proper proportions. *
* Mr. McGladrey prepared a tentative draft of this chapter. However the material 
was not completed at the time of his death. Revisions have been made and new sections 
of material added by Mr. Harold Howarth.
1 See references at the end of this chapter.
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In  this Handbook, some of these other features are discussed specifically 
in the following chapters:
C h a p t e r  7 — F orm s a n d  p ro c ed u re s  fo r  th e  c o n tro l o f th e  re p o rt-w ritin g  
activ ity .
C h a p t e r  8  — T y p in g , se tu p , a p p e a ra n c e  a n d  o th e r  te c h n ica l aspects o f  th e  
r e p ro d u c tio n  process. (See especia lly  th e  Style M a n u a l, A p ­
p e n d ix  A.)
C h a p t e r  1 1  — P ro ced u re s  fo r rev iew  o f re p o rts .
C h a p t e r  1 3  — P ro fess io n a l s ta n d a rd s  a p p lic a b le  to  re p o rts .
C h a p t e r  18 — F in a n c ia l  s ta te m e n t p re se n ta tio n .
C h a p t e r  2 4  — S pecia l in v es tig a tio n s  w h ich  re q u ire  spec ia l r e p o r t  t re a tm e n t.
As with other chapters of the Handbook, the results of a survey of 
current practices of the profession is included in this chapter. T he in­
formation was obtained principally from questionnaires sent by the 
American Institute of Accountants late in 1951 to firms and practitioners 
throughout the country. To insure that responses would reflect differ­
ences among small, medium-sized and large firms, questionnaires were 
sent to a representative num ber in each classification.
Since specific examples are likely to be at least as helpful as are abstract 
discussions, numerous examples are given in the chapter where they 
seem to be helpful. Appendixes B and E consist of specific illustrations 
of practices. Appendixes C and D contain the principal sections on 
reports taken from the manuals of two accounting firms.
TYPES OF REPORTS
T he nature of accountants’ reports varies wi th the purposes for which 
they are prepared. Since these purposes are diverse, there are many types 
of reports. However, they are generally classified for convenience as 
follows:
1. S h o rt-fo rm  re p o rts
2. L o n g -fo rm  re p o rts
3. Specia l re p o rts
Short-Form Report
T he short-form report consists of a condensed statement of the scope 
of examination and the opinion, together with the financial statements, 
which are usually a balance sheet and statements of income and retained 
earnings. As originally suggested in Statement No. 24 of the Institute’s 
committee on auditing procedure (Statement No. 24 is incorporated in 
the “Codification of Statements on Auditing Procedure” 2 which is re­
produced in Appendix B to Chapter 13, page 12) the usual wording of a 
short-form report is as follows:
"W e  have  e x a m in e d  th e  b a la n ce  sh ee t o f X  C o m p an y  as o f D ecem b er 31, 
19___, a n d  th e  re la te d  sta tem en t(s) o f in co m e a n d  su rp lu s  fo r  th e  y ear th e n
2
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ended. Our examination was made in accordance with generally accepted 
auditing standards, and accordingly included such tests of the accounting 
records and such other auditing procedures as we considered necessary in the 
circumstances.
In our opinion, the accompanying balance sheet and statement(s) of income 
and surplus present fairly the financial position of X Company at Decem­
ber 31, 19__ , and the results of its operations for the year then ended, in
conformity with generally accepted accounting principles applied on a basis 
consistent with that of the preceding year.”
Upon recommendation of this standardized form, the committee com­
mented upon the desirability of reasonable uniformity in the accountant’s 
report, as follows:
“Because of the weight which the independent certified public accountant’s 
opinion accompanying financial statements carries with the investing and 
lending public and the responsibilities he assumes in expressing it, the im­
portance of a reasonable uniformity in the manner of stating the opinion, 
both to him and to those who rely on his findings, is apparent.”
This arrangement of the short-form report has been generally adopted 
by the profession. Of firms replying to the Institute’s questionnaire, 
90% stated that they use the two paragraph division, separating the state­
ment as to scope from the opinion. Ninety-six per cent, whether they use 
one or two paragraphs, stated that they place the information as to scope 
first.
In the sixth (1952) edition of “Accounting Trends and Techniques,’’3 
in which 600 published corporate annual reports for fiscal years ending 
between May 1, 1951 and April 30, 1952 are analyzed, the research de­
partment of the Institute reported that the recommended short form was 
adopted verbatim by the accountants in almost 60% of the 600 cases 
studied. This may be compared with 45% in the previous year’s survey 
and 30% in the study of 1949 reports. In the 1952 survey the remaining 
40% were accounted for as follows: those in which the recommended 
short form was adopted with minor wording variations, 25%; those in 
which it was modified by statement of the “opinion” in the opening sen­
tence of a single paragraph form, 13%; and those in which it was not 
adopted, 2%. The survey reported that the single paragraph form re­
ferred to in the preceding statistics usually embodies all of the elements 
of the recommended short form and that its use has increased.
The financial statements which the short form accompanies are pre­
pared so as to be as self-explanatory as possible. This is done by means 
of the arrangement and the captions. Where sufficient disclosure is not 
attained in the statements themselves, the necessary additional informa­
tion is furnished by means of attached notes which are keyed to the state­
ments. These notes then are considered to be a part of the statements 
which they explain.
Ordinarily, no detailed schedules support the principal financial state­
ments, and there are no general explanatory or analytical comments.
3
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T h e  ob ject o f  the short-form  report is to presen t the sa lien t fin an cia l facts 
as con cisely  as p ossib le . T h is  k in d  o f report is com m on ly  used  for  
p u b lica tio n .
A lm o st in variab ly  the short-form  report is an  o p in io n  report. T h ere  
u su a lly  w o u ld  be n o  reason  for h a v in g  the a cco u n ta n t’s n am e attached  
unless h e had  m ade an ex a m in a tio n  o f  sufficient scope to satisfy h im se lf  
th a t the sta tem ents associated  w ith  h is n am e fa irly  reflected  the financia l 
p icture.
Long-Form Report
T h e  lon g-form  report con ta in s m u ch  m ore d e ta iled  in fo rm a tio n  than  
does the short form . T h e  a d d itio n a l in fo rm a tio n  is u su a lly  con veyed  by  
m eans o f d eta iled  schedu les in  su p p ort o f the p r in c ip a l fin an cia l s ta te­
m ents, a d d it io n a l sta tem ents sh ow in g  com p arison s an d  analyses, and  
ex p la n a to ry  com m ents.
T h e  term  “lon g-form  rep ort,” h ow ever, is a rather loose o n e  that covers 
a n u m b er  o f  types o f  reports. T h ese  serve a variety  o f  purposes w h ich  
are d iscussed  in  a n o th er  section  o f th is chapter.
L ong-form  reports m ay be e ith er  o p in io n  or n o n o p in io n , w hereas the  
short form  is a lm ost alw ays o f  the o p in io n  type. L ong-form  reports vary  
m u ch  m ore in  form , co n ten t and  p urpose than  d o  the short-form  reports, 
w h ich  u su a lly  serve o n ly  o n e  p urpose an d  are stand ard ized  to a m uch  
greater ex ten t.
O n e type o f lon g-form  report w h ich  m any, if  n o t  m ost, accoun tants  
th in k  o f as rep resen ta tive  is that in te n d ed  for the use o f cred itors, p ri­
m arily  bankers. T h er e  n ow  are very great varia tion s in  the am o u n t and  
types o f  in fo rm a tio n  in c lu d ed  in  such  reports an d  in  the m an n er o f  
p resen ta tion . T h er e  is con sid erab le  in terest am o n g  p ractic in g  accou n ­
tants in  d ev e lo p in g  an d  im p ro v in g  this k in d  o f  report. A t the tim e o f  
w ritin g , the In s titu te ’s research  d ep artm en t w as m a k in g  a study o f p resen t 
practices w ith  regard to lon g-form  reports. T h e  resu lts o f th is study  
p rob ab ly  w ill be re leased  som e tim e in  1953.
A n o th er  com m on  type o f lon g-form  report is o n e  in te n d ed  for the in ­
form ation  o f m an agem en t, fo llo w in g  an au d it. Such a report is u sually  
prep ared  w h en  the c lien t  has n o  n eed  for on e  o f  the k in d  u sed  for cred it 
purposes, or w here the acco u n ta n t has su b m itted  a short-form  report to  
h is c lien t. A  report o f th is k in d  g iv in g  the a u d ito r ’s observation s and  
recom m en d ation s, based  o n  a good  au d it, is a lm ost alw ays o f  great va lu e  
to  the m an agem en t o f any b usin ess concern . T h is  k in d  o f rep ort w ill  
n orm ally  in c lu d e  the u sua l fin an cia l sta tem ents as w e ll as the m ore co n ­
fid en tia l in fo rm a tio n  an d  m ay be e ith er  o f the o p in io n  or the n o n o p in io n  
variety .
O ther p urposes m ay occasion a lly  be served by the lon g-form  report b u t  
the fo reg o in g  tw o ex a m p les are rep resen ta tive  o f  m ost reports o f  this  
type. U su a lly , sp ec ia l reports w ill  take care o f  o th er  needs.
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Appendix B to this chapter contains excerpts taken from long-form 
reports.
Special Reports
Special reports, as the name indicates, are the result of diverse types 
of engagements, a few of which are listed below:
An investigation of the effectiveness of the system of internal control.
A survey of the general accounting system.
A cost finding engagement.
A study of the probable tax effect of proposed organizational changes.
A survey related to installation of general budgetary control.
An investigation as to the functioning of the perpetual inventory system.
A cost accounting system survey.
These are noted merely to suggest the diversity of types of special 
reports. It will be seen readily that they can follow no pattern. T he 
significant points in the findings of the engagement should be clearly 
and concisely shown. If this is done in an interesting manner, the special 
report will have served its purpose well. Two examples of special pur­
pose reports are found in the appendix material of Chapter 24.
This type of report also may be sent to the client after an audit, even 
when a regular long-form audit report has been submitted. As the audit 
report is usually prepared for eventual submission to third parties, the 
CPA may wish to send his client confidential suggestions and recom­
mendations which would not be appropriate in the regular audit report.
Special reports usually are not opinion reports as they are not generally 
intended for the use of third parties. However, there are instances where 
the report on a special investigation is intended for the use of third 
parties, in which case it might be desirable to have an opinion report.
PURPOSES AND USES OF REPORTS
Of course, the primary reason for an accountant’s report is that it is 
the vehicle by which conclusions and pertinent inform ation gathered 
during an engagement may be transmitted to a client. T he report’s 
function is discussed in this section from the viewpoint of the types of 
information which it may contain and the uses to which the client may 
pu t the report.
Rendering an Opinion
Of first rank among the purposes of reports is the rendering of an 
opinion. T he CPA performs many types of services for the public: 
audits, preparation of tax returns, installation of general accounting and 
cost accounting systems, investigations, cost findings, institution of bud­
getary control, and many others. Many of these functions also are 
performed by non-CPAs, however.
5
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W hat sets the CPA apart from all others (except, in some states, duly 
authorized public accountants) is his issuance of an audit report with 
an opinion that the financial statements included fairly reflect the finan­
cial position and the operating results. This expression of an opinion 
invests the CPA with a responsibility to the public. I t is his hallmark 
as a professional man. More than any other single factor it is the basis 
for the existence of the profession.
T he only reason the banker or other credit grantor prefers a report 
prepared by a CPA is that he believes the accountant made an examina­
tion sufficient in scope and competence to have formed an objective 
professional opinion that the financial picture is fairly presented. State­
m ent on Auditing Procedure No. 23* requires the CPA to decide in all 
cases whether he has made such an examination as to enable him to 
express an opinion. If not, he must deny an opinion. Statement No. 23 
is discussed more fully later.
An opinion is furnished by the CPA for the protection of third parties. 
I t is evident that, generally, all reports intended for the use of bankers 
and other creditors, and of prospective investors, should be of the opinion 
type.
Furnishing Information
Together with the expression or denial of an opinion, the report must 
furnish significant information. W ithout this there would be nothing 
upon which to express an opinion. T he nature and extent of the in­
formation included will depend to a considerable degree upon the pur­
pose of the report and the use that is expected to be made of it.
T he report may be intended for the use of management; that is, 
managing officers, managing partners or proprietor. It may be prepared 
for the inform ation of the owners or prospective investors. Or its purpose 
may be to assist creditors or prospective creditors — bankers, suppliers or 
others.
T he accountant should bear in mind, however, that no m atter for 
what purpose he prepares a report, the client ultimately may put it to 
any use he wishes. For this reason some accountants state the purpose 
early in the report so that, if it is used for a purpose other than that 
for which it was prepared, the reader will be placed on notice. T he Insti­
tu te’s questionnaire raised the question as to the frequency with which 
this practice is followed. Sixty per cent of the firms replying stated that, 
generally, they do not favor the inclusion in reports of a statement of 
purpose of the examination. This attitude is modified somewhat by 
many of the answers which indicated more specifically that the purpose 
need not be stated in the case of a regular audit, bu t that it should be
* See Codification of Statem ents on A uditing Procedure, A ppendix B to C hapter 13, 
pages 14-16.
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stated in other cases. Only 20% stated that they usually include a state­
ment of purpose; 75%, that they do so occasionally; and the remainder, 
that they never include such a statement.
Information Included in Short-Form and Long-Form Reports
It is not possible in the space of this chapter to discuss the information 
that normally would be included in all of the different types of reports. 
Only the reasonably standardized short-form report and the long-form 
report intended to be used for credit purposes follow a pattern sufficiently 
to make such a discussion of much value. Accordingly, a general outline 
is given of the information which may be expected to be included in the 
usual short-form report and in the long-form report intended for the 
use of bankers and other credit grantors.
As its name indicates, the short-form report is very concise. It com­
monly gives the four essentials and no more. These essentials are; in­
formation as to the responsibility assumed by the auditor (scope of 
examination and opinion), the financial position, the changes in surplus 
and the results of operations.
The standard scope of examination and opinion, which has already 
been quoted, is very brief. In it, however, the auditor indicates clearly 
that he has made an audit of a type which has enabled him to give an 
unqualified opinion, if such is warranted, that the financial statements 
fairly reflect the facts. The objection sometimes encountered that this 
scope and opinion are so standardized as to be meaningless is not well 
taken. The accountant states clearly that he has made a satisfactory 
audit and believes that the financial statements fairly reflect the facts. 
What more is necessary in a short-form report? The object is to give the 
essentials as briefly as possible.
The financial statements should contain sufficient information so ar­
ranged that the financial position at the close of the period, the changes 
in surplus during the period and the operating results for the period are 
clearly shown in enough detail to bring out all the necessary facts. 
Brevity should not be allowed to result in a report that is not under­
standable.
Long-form and special reports are not restricted as to length as they 
are intended to furnish the detailed information needed by management, 
owners, creditors and prospective creditors or investors. It has been 
noted that, of these, only long-form reports intended for credit purposes 
follow a pattern sufficiently to make worthwhile a discussion of the in­
formation they should contain.
Data Needed by Credit Grantors
What information is needed in those reports intended for the use of 
bankers and other creditors? It is impossible to lay down hard and fast
7
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rules, since each case will present its own problems. However, it may be 
practicable to develop some general standards on this subject which will 
be helpful to the accountant preparing such a report.
A committee of the Robert Morris Associates (the national association 
of bank loan officers and credit men) gave close attention to this problem. 
T he report prepared by the committee should be of real help to accoun­
tants in arriving at such standards, since it details the items about which 
credit grantors desire more information than they customarily receive 
in accountants’ reports. T he full text of the committee report is repro­
duced as Appendix A to this chapter. Therefore, these items are not de­
tailed here, as it will be more helpful to the CPA to read them w ithin the 
context of the report.
Some bankers have requested that more detailed inform ation in regard 
to the scope of examination be included in long-form reports. Answers 
to an Institute questionnaire on reports indicated that 70% of the firms 
replying believed that such details should be provided, that 50% usually 
furnish such information, and that 42% do so occasionally. Of those 
which do include detailed scope information, 70% stated that they place 
it in pertinent context throughout the comments. T he remainder pro­
vide it in the scope paragraph of the report.
Information Directed to the General Public
Replies received in answer to the Institute questionnaire indicate that 
70% of the responding firms find that there is a trend toward more com­
prehensive treatm ent of facts and figures in long-form reports from the 
standpoint of public responsibility. Of those reporting such a trend, 
85% stated that this development is not caused solely by regulations of 
government agencies, bu t is caused partly by the same factors of public 
interest and responsibility which have influenced the alteration in struc­
ture and scope of the annual reports of large corporations.
DISCLOSURE OF RESPONSIBILITY ASSUMED
Bankers and other credit grantors understandably have been most con­
cerned about the quantity of financial information contained in the 
accountant’s audit report, and the greater part of their suggestions have 
been along this line. Methods of reporting which would give a forthright 
picture of the auditor’s responsibility and thus would have a distinct 
bearing on the dependability of the information have received less atten­
tion. However, the latter is of greater importance.
Two significant advances have been made by the accounting profession 
in connection with the requirem ent that the auditor indicate clearly his 
responsibility in his reports. One of these was made in 1939 when it was 
held that the auditor should not express any opinion in connection with 
financial statements when his exceptions were so m aterial as to preclude
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an over-all opinion. T he  other was Statement on Auditing Procedure 
No. 23 (see next section) which was adopted by the membership of the 
American Institute of Accountants in November 1949 after extensive 
debate.
Both of these advances originated within the profession and were 
carried through to adoption by it. T he accountancy profession can take 
pride in the fact that neither was suggested by outside sources.
T he auditor now is required to indicate clearly his responsibility. T he 
m anner in which he does this is left to some extent to him. I t  is a part 
of the inform ation which his report must contain and is perhaps the most 
vital of all. Of what use is a great am ount of factual inform ation if the 
reader of the report is in doubt concerning its dependability?
Effect of Statement on Auditing Procedure No. 23
T he condition which called for the adoption of Statement on Auditing 
Procedure No. 232  had existed since the beginning of the profession. A 
large proportion of the reports issued by CPAs contained neither an 
opinion as to the fairness of the over-all representations made in the 
statements contained in such reports nor any definite assertion that such 
an opinion could not be expressed. In many cases, reports were sub­
m itted in one of the following ways:
1. Financial statements were presented on the stationery of the accountant with­
out comment, opinion or signature.
2. Financial statements were submitted with only a brief letter of transmittal 
which did not give any information as to scope of examination, any opinion, 
or any denial of an opinion, but which sometimes contained the warning that 
the statements were “for management purposes only.”
3. The accountant submitted a report containing financial statements and com­
ments on the scope of the examination, and perhaps piecemeal opinions on 
certain items, but without an over-all expression of an opinion or a specific 
disclaimer of an over-all opinion.
All of these methods of presentation left third parties who used a report 
uncertain as to whether the accountant meant to imply that he had made 
an examination which would enable him to express an opinion on the 
statements and whether, in fact, he had formed such an opinion. T he 
third party was seldom, if ever, in a position to decide these points on his 
own knowledge. However, he frequently did infer that more reliance 
could be placed on the statements than was intended.
T he gist of Statement No. 23 is contained in the following excerpt;
“Whenever financial statements appear on the stationery or in a report of an 
independent certified public accountant, there should be a clear-cut indication 
of the character of the examination, if any. made by the accountant in relation 
to the statements and either an expression of opinion regarding the state­
ments taken as a whole, or an assertion to the effect that such an opinion can­
not be expressed. When the accountant is unable to express an over-all 
opinion, the reasons therefor should be stated.”
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In connection with the form of disclaimer to be used, the statement 
has this to say:
“It is not contemplated that the disclaimer of an opinion should assume a 
standardized form. Any expression which clearly states that an opinion has 
been withheld and gives the reasons why would be suitable for this purpose. 
However, it is not considered sufficient to state merely that certain auditing 
procedures were omitted, or that certain departures from generally accepted 
accounting principles were noted, without explaining their effect upon the 
accountant’s opinion regarding the statements taken as a whole.”
A warning instead of a disclaimer is adequate in one type of situation 
as will be seen from the following excerpt:
“However, when financial statements prepared without audit are presented 
on the accountant’s stationery without comment by the accountant, a warning 
such as Prepared From the Books Without Audit appearing prominently on 
each page of the financial statements is considered sufficient.”
It should be noted that the use of this warning instead of the usual 
disclaimer of an opinion is restricted to cases where there has been no 
audit; that is, where the statements have been prepared from the books 
w ithout any verification and where there are no comments by the ac­
countant.
T he reason for the requirem ent that the accountant evaluate the fair­
ness of the financial statements and express an opinion, either unqualified 
or qualified, as the case may be, or else give a disclaimer of an opinion, 
is stated clearly in this sentence in Statement No. 23:
“It is incumbent upon the accountant, not upon the reader of the report, to 
evaluate these matters as they affect the significance of his examination and the 
fairness of the financial statements.”
In  other words, the effect of Statement No. 23 is to give the third party 
who may use an accountant’s report inform ation as to the type of exami­
nation made and either an opinion by the auditor on the over-all fairness 
of the representations in the statements, or else a clear-cut assertion that 
such an opinion cannot be expressed, together with the reasons for failure 
to express an opinion.
In order to follow the requirements of Statement No. 23, most accoun­
tants have found it desirable to discuss some of the fundamentals of 
auditing with those clients for whom they have prepared nonopinion re­
ports.
This educational campaign generally has been beneficial. Instead 
of losing clients, most alert firms which have tried to determine the real 
needs of the client have actually gained in volume of work. Also, they 
have gained more in improved client relations through sincerity in their 
efforts to arrive at the kind of audit and report of greatest benefit to the 
client.
Firms questioned concerning their experience with the use of the dis­
claimer indicated general satisfaction, 84% of those who replied to the
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questionnaire stating that it was definitely helpful. Eighty-seven per cent 
stated that they explain in advance to clients in whose reports disclaimers 
would appear the purpose and importance of such procedure. Twenty 
per cent of the firms which make such advance explanation reported that 
misunderstandings and objections are always eliminated by such ex­
planation; 70% reported such results are usually obtained; and 9% 
indicated occasional success.
Ninety-four per cent of the responding firms stated that they have lost 
no clients by the use of disclaimers, and over 70% reported that such use 
coupled with advance explanations has led clients to require more exten­
sive audit coverage or to make changes in internal procedures.
These firms also were asked to indicate reactions received from third 
parties, such as credit grantors. Forty per cent stated that all such re­
actions have been favorable, and 55% that generally they have been 
favorable.
Examples of Disclaimers
There are numerous situations which result in a denial of opinion. 
T he following are illustrative:
1. The client has specifically restricted the scope of the examination in one or 
more important particulars. This is probably the most common reason for a 
disclaimer.
2. Without restriction by the client, a full audit has been performed except for 
unavoidable circumstances which prevent the performance of one or more 
important and necessary audit procedures.
3. The client has not applied generally accepted accounting principles in his 
financial statements.
4. The accounting principles have not been applied consistently.
5. The examination is an interim one and all essential auditing procedures have 
not been followed (even though at the end of the year an unqualified opinion 
will be rendered, based on the work done during and at the end of the year).
In order to illustrate concretely the effect on the pertinent sections of 
the scope and opinion paragraphs of a denial of opinion, the following 
five examples are presented. They are keyed to the situations described 
in the preceding listing, and a brief comment concerning the reason for 
the disclaimer is given in each case.
Illustration 1.
Scope Paragraph
Our examination was not made in accordance with generally accepted audit­
ing standards in that it did not include all of the tests of the accounting 
records and other auditing procedures which we considered necessary to 
express an opinion on the fairness of the representations in the statements 
taken as a whole. The following constitutes the extent to which auditing
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procedures and tests were omitted: We did not count the cash on hand; we 
did not confirm the accounts, notes or mortgages receivable or the accounts 
payable; we did not test the physical existence, condition or value of the 
inventories; nor did we perform tests of the operating transactions for the 
period under review.
Audit procedures employed included the following:
The bank balance was reconciled to the amount reported directly to us by the 
depository. We computed prepaid expenses, and vouched additions to fixed 
assets, all of which we found to have been properly classified as capital ex­
penditures. We ascertained that depreciation was computed at rates con­
sistent with those of preceding years, which we believe are adequate.
All liabilities with the exception of accounts payable were computed or 
checked. A partner certified to us that all known liabilities were recorded on 
the books at June 30, 1952, and that there were no contingent liabilities except 
commitments to complete the construction of an addition to the dairy plant 
building, which is estimated to cost an additional $15,000, and a dairy plant 
equipment lease stipulating semiannual rental payments of $610 each for 
five years.
Opinion Paragraph
The attached balance sheet and related income statement reflect the financial
position o f ____________________Dairy, a partnership,------------------------,
Illinois, at June 30, 1952, and the results of its operations for the six months 
then ended as shown by its accounts.
The partners of the dairy are active in the conduct of the business and, since 
they are intimately familiar with most phases of its operation and since our 
report is not intended for the use of third parties, our examination was 
limited. The accounts were audited only to the extent oulined in the preced­
ing “Scope of Examination.” In view of this limitation in normal auditing 
procedures, we are not in a position to express an independent accountant’s 
opinion on the fairness of the representations contained in the statements 
submitted in this report.
(The reason for this disclaimer of opinion is the most common of all the
causes of nonopinion reports. The client did not want a complete audit.
It may be noted that it is stated that examination was not made in accord­
ance with generally accepted auditing standards.)
Illustration 2.
Scope Paragraph
We were unable to observe the taking of inventories since we were not en­
gaged to make the audit until some time after the close of the year reviewed, 
nor were we able to satisfy ourselves as to inventory quantities by other means. 
In all other respects our examination was made in accordance with generally 
accepted auditing standards, and accordingly included such tests of the 
accounting records and such other auditing procedures as considered 
necessary in the circumstances.
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Opinion Paragraph
Since we were unable to verify inventory quantities, as noted in the “Scope of 
Examination,” and inventories comprise nearly a third of all assets and over 
half of current assets, we are unable to express an independent accountant’s 
opinion on the fairness of the over-all representations contained in the 
attached financial statements.
In all other respects our examination indicated that the statements are based 
on accounts which were maintained in accordance with generally accepted 
accounting principles consistently applied.
(The situation is quite different from that in #1. Although it is necessary 
to deny an opinion, a real audit was made with one exception which was 
so material, however, that no opinion could he expressed.
In this case the statement is made that the examination was made in 
accordance with generally accepted auditing standards with one exception 
noted. It may be observed that neither the client nor the accountant was 
intentionally responsible for the situation which resulted in the denial of 
opinion.)
Illustration 3.
Scope Paragraph
Our examination was made in accordance with generally accepted auditing 
standards, and accordingly included such tests of the accounting records and 
such other auditing procedures as we considered necessary in the circum­
stances. We found, however, that the accounts are not maintained on the 
basis of generally accepted accounting principles in that depreciation is 
taken into expense and accumulated on the basis of the original cost of fixed 
assets, while an appraisal increase of approximately $460,000 has been set up 
on the books (capital stock having been issued for this increased valuation at 
the time the original partnership was changed to a corporation). The amount 
of understatement of depreciation for the year is about $18,000, and the 
deficiency in accumulated depreciation at December 31, 1952 is nearly $90,000.
This matter was discussed with the management who declined to increase the 
depreciation expense above the amount deductible for income tax purposes.
Opinion Paragraph
As explained in the preceding “Scope of Examination,” the accounts of 
the company have not been maintained on the basis of generally accepted 
accounting principles, and accordingly show an overstatement of income for 
the year and an understatement of accumulated depreciation. Therefore, we 
are unable to express an independent accountant’s opinion on the fairness of 
the over-all representations in the attached financial statements.
(This is another case where the examination was satisfactory, and the 
statement can be made that it was made in accordance with generally 
accepted auditing standards. The cause for denial of an opinion here is 
that the accounts have not been maintained on the basis of generally 
accepted accounting principles.)
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Scope Paragraph
Our examination was made in accordance with generally accepted auditing 
standards, and accordingly included such tests of the accounting records and 
such other auditing procedures as we considered necessary in the circum­
stances. The accounts have not been maintained on a basis consistent with 
the preceding year, in that the charge for depreciation of fixed assets has 
been reduced by more than half for the year reviewed, while depreciable 
fixed assets have slightly increased. The management feels that, since no tax 
benefit would be derived from deducting the full depreciation, it will charge 
off only the reduced amount of depreciation. Had the normal charge for 
depreciation been taken into expense, a loss of about $14,500 would have 
been shown instead of a profit of $1,200.
Opinion Paragraph
As noted in the preceding paragraph, the accounts of the company have not 
been maintained on a basis consistent with the preceding year. This has re­
sulted in a distortion of operating results. Therefore, we are unable to 
express an independent accountant’s opinion on the fairness of the over-all 
representations contained in the accompanying financial statements.
(This is similar to # 3, except that the difficulty here was that accounting 
principles have not been consistently applied, and the distortion was 
material.)
Illustration 5.
Scope Paragraph
Our examination of the financial records of the company was made for the 
purpose of furnishing the management a monthly report on the financial 
position of the company at July 31, 1952, and the results of its operations 
for one month and for seven months then ended, as shown by the books of 
account.
Once each year at the close of the company’s fiscal year, December 31, we 
make an examination of sufficient scope to permit us to express an opinion as 
to the reliability of the financial statements. At intervals during the remainder 
of the year we make partial examinations and prepare interim reports. It is 
not practicable to perform all of the auditing procedures necessary for the 
expression of an opinion at such frequent intervals during the year. Accord­
ingly, our work in these periodic examinations is confined to such tests of the 
accounting transactions as will constitute an over-all annual audit program.
Opinion Paragraph
The scope of our work on this interim examination did not include all of the 
normal audit verification of assets and liabilities. Nothing came to our atten­
tion which would indicate that the financial statements do not fairly reflect 
the financial condition and the results of operations. However, in view of the 
materiality of the items with respect to which normal auditing procedures
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were omitted during this examination, we are unable to express an in­
dependent accountant’s opinion on the fairness of the over-all representations 
contained in this report.
(This is a fairly common situation in which an opinion audit is made at 
the close of the fiscal year, and interim examinations are made throughout 
the year without sufficient auditing to render an opinion. Credit grantors 
frequently like such interim statements and know about how much weight 
to give them.)
A circumstance, occasional with small clients, that also may require 
disclaimer of an opinion, is an inadequate system of internal control, 
when the expansion of the scope of audit to compensate for insufficient 
internal control is impracticable. One firm has a practice of using a 
disclaimer, in such a case, reading as follows:
“The volume and nature of the company’s transactions do not warrant the 
diversification of employees’ duties that would provide a satisfactory system of 
internal control and our examination did not, and could not within reason­
ably economical limits, provide a completely adequate substitute for such 
control. For this reason, we cannot express an independent accountant’s 
opinion on the financial statements as a whole. However, our examination 
discloses nothing that would cause us to question in any material respect the 
data presented herein.”
Ordinarily, deficiencies in the system of internal control are compen­
sated by other audit steps and this form of disclaimer is therefore 
infrequent.
See pages 19 and 20 of Appendix C for other examples of disclaimers.
"Piecemeal" Opinions
T here are circumstances in which it is appropriate to comment upon 
the partial compliance of financial statements with generally accepted 
accounting principles, even though there has been a denial of opinion 
as to the over-all fairness of the statements. These circumstances and 
some cautions regarding the expression of such so-called “piecemeal” 
opinions are discussed in the following excerpt from an article in Carman 
G. Blough’s “A uditing Practice Forum ” in The Journal of Accountancy:4
".  . (‘Piecemeal’ opinions) may be given in cases where the scope of the 
accountant’s examination has been insufficient to enable him to express an 
opinion on the statements considered as a whole, where his examination has 
disclosed a material area of the statements as to which he is unable to form an 
opinion by limitation of circumstances, or where some differences of opinion 
exist between the accountant and his client as to the acceptability of the 
accounting practices employed.
Piecemeal opinions are, of course, appropriate only after the accountant has 
made clear the fact that he is not in a position to express an opinion on the 
financial statements taken as a whole and only to the extent the scope of his 
examination and his findings justify. They were approved in Statement No. 
23 in recognition of the fact that the accountant’s examination is sometimes 
sufficient to warrant the expression of an opinion with respect to certain 
items on the financial statements even though it is not sufficient for the 
expression of an opinion on the financial statements taken as a whole. For
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example, banks may be willing to accept financial statements accompanied 
by a denial of opinion, in some cases, if the accountant indicates the items 
with respect to which he has satisfied himself.
We agree wholeheartedly with the principle of expressing piecemeal opinions 
when the accountant is in a position to do so. However, unless he is very 
careful as to the manner in which he states a piecemeal opinion, it is apt to 
imply such broad coverage as to contradict the denial of opinion and therefore 
leave the reader of his report in doubt as to just where he stands.
The principal difficulty in expressing clear piecemeal opinions arises from 
the fact that many readers of accountants’ reports may not understand the 
interrelationship between various items on the financial statements. For 
example, there is usually a close relationship between accounts receivable and 
sales and between inventories and cost of goods sold. Similarly, it may not be 
possible to express an opinion as to the fixed assets of the company without a 
review of the income accounts to determine that they do not include items 
which should be capitalized. We suggest, therefore, that piecemeal opinions 
should be directed to specific items on the financial statements and that ex­
pressions which imply a broad coverage, such as ‘in all other respects’ and 
‘present fairly,’ should not be used.
We recently received a copy of an example of a denial of an opinion which 
we feel meets this problem satisfactorily. It is as follows:
We have examined the balance sheet of XYZ company as of June 30,
195__  and the related statements of income and surplus for the year then
ended. Our examination was made in accordance with generally accepted 
auditing standards, and accordingly included such tests of the accounting 
records and such other auditing procedures as we considered necessary 
in the circumstances except as noted in the immediately following para­
graph.
At your request we did not follow the generally accepted auditing pro­
cedures of communicating with debtors to confirm accounts receivable 
balances and of observing and testing the methods used by your employees 
in determining inventory quantities at the year end. Because of these 
limitations, the scope of our examination was inadequate to permit us 
to reach any significant opinion on the accompanying financial statements 
taken as a whole.
Comments as to the compliance of the statements with generally accepted 
accounting principles, in respects other than those affected by the aforesaid 
limitations on our examination follow.
(The auditor here would include such comments as his examination and 
findings justify.)”
When is a Nonopinion Report Appropriate?
Insistence upon the importance of opinion reports does not question 
the appropriateness of nonopinion reports in certain circumstances. For 
instance, a nonopinion report is frequently (and appropriately) prepared 
for a client who wishes a special investigation to be made of certain 
specific phases of his business. Such a client may not need and may not 
wish to pay to have certain phases of its activities audited. Provided that 
the accountant clearly indicates the purpose of his report and the fact that
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he cannot express an opinion on the over-all financial picture, no one 
who uses any reasonable prudence should be harmed. Many long-form 
reports, and probably most special reports, properly may be of the non­
opinion type. Where the situation is such that this kind of report will 
fulfill the requirements, the accountant should have no hesitation about 
preparing it.
How can the acountant tell whether a nonopinion report will be 
appropriate? Before he can do the right kind of a job in any case he 
must know whether the client wants the report solely for his own informa­
tion or intends it for use with third parties. He should discuss the whole 
question frankly with his client, pointing out the circumstances in which 
a nonopinion type of report will be sufficient and advantageous and those 
which require a report containing an opinion.
Of course, the best criterion is the use to which the client intends to 
put the report. If it is intended for use with third parties, the non­
opinion type is rarely satisfactory.
Qualified Opinions
In the preceding discussions, it has been pointed out that in the appro­
priate circumstances the CPA may express an unqualified opinion, but 
that in circumstances which result in exceptions so significant as to nega­
tive his opinion he must specifically deny an opinion as to the over all 
fairness of the statements. In the latter case he may comment further, 
if appropriate, as to compliance of the statements with generally accepted 
accounting principles in respects other than those which require the 
denial of an over-all opinion. There remain to be discussed those cir­
cumstances, resulting in exceptions not so material as to negative an 
opinion, which justify the expression of a “qualified opinion” or “opinion 
with exceptions.”
There is no very clear line of demarcation between the meaning of 
these two terms in accounting literature. They are used interchangeably 
by accountants. “Qualification” means “modification, abatement, that 
which qualifies by limiting.” “Exception” means “excluding, restricting 
by taking out something which otherwise would be included.” Thus, a 
“qualified opinion” results from the existence of one or more “excep­
tions” (not sufficiently material to preclude the expression of an over-all 
opinion).
Edward B. Wilcox pointed out in Chapter 13 (page 21) of this H and­
book that, contrary to some accountants’ misunderstanding of the state­
ment, Statement on Auditing Procedure No. 23 did not limit the 
permissible area of qualified opinions.
Certain requirements as to the manner in which the qualification of 
an opinion must be expressed are contained in the following excerpt from 
the Codification of Statements on Auditing Procedure (pages 17-18), to­
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gether with a comment from the same source which emphasizes the 
accountant’s responsibility for justifying such an opinion:
“It is sometimes desirable that exceptions be included in a paragraph separate 
from all others in the report and be referred to specifically in the final para­
graph in which the opinion is stated. Any exception should be expressed 
clearly and unequivocally as to whether it affects the scope of the work, a 
specific item in the financial statements, the company’s procedures (as regards 
either the books or the financial statements), or the consistency of accounting 
practices where lack of consistency calls for exception. To the extent practic­
able, the effect of each such exception on the related financial statements 
should be given.
In all cases in which generally accepted auditing procedures are not carried 
out, or generally accepted auditing standards are not applied, unless the 
items are not material, disclosure is called for in the scope paragraph, together 
with either a specific qualification or a disclaimer of opinion, depending upon 
the relative importance of the items affected, in the opinion paragraph; 
except that in those rare cases in which the independent auditor has been 
able to satisfy himself by other methods, a disclosure in the scope paragraph 
is sufficient.
The matters which call for specific qualification of opinion or for a disclaimer 
of opinion are in the final analysis matters which rest upon the judgment of 
the independent auditor. He must decide whether, in the particular circum­
stances, the possibility of error is such that it could result in material mis­
statement. He should bear in mind that he has the burden of justifying any 
unqualified opinion, or any qualified opinion, that he expresses and that, to 
express an unqualified opinion, he must have reason to believe and must 
believe that the financial statements fairly present the financial position and 
results of operations and that they disclose all material facts necessary to make 
them not misleading. In judging the latter, he must bear in mind that a mere 
recital of facts is not always enough; disclosure implies adequate indication of 
the significance and effect of the facts upon the financial position and operat­
ing results.”
T he report m anual from which excerpts are reproduced in Appendix 
D provides an example of the im plementation of these recommendations. 
T he pertinent section is quoted.
“In general, qualifications can be classified as follows:
1. Qualifications due to limitations upon the scope of the examination (auditing 
procedure).
2. Qualifications due to peculiarities and/or deficiencies in the accounts or 
procedures of the company examined (accounting principle).
3. Qualifications due to contingencies, the effect of which cannot be measured 
at the date of our examination (circumstances beyond the control of both 
the company and the auditor).
4. Combinations of (1), (2) and (3).
With rare exceptions, the above types of qualification require the following 
treatment in the certificate:
1. Auditing procedure — explanation of the procedure omitted in the first 
paragraph and a reference thereto in the opinion paragraph.
2. Accounting principle — explanation of the peculiarity in a special (middle) 
paragraph and reference thereto in the opinion paragraph.
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3. Circumstances beyond the control of both the company and the auditor — 
explanation of the circumstances in a special (middle) paragraph and refer­
ence thereto in the opinion paragraph.
If a peculiar accounting practice or a change in the application of accounting 
principles within a period under examination is completely explained in notes 
to the financial statements, it is considered sufficient if the opinion paragraph 
of the certificate makes sufficient mention of the item to identify it and in­
cludes a reference to the specific note involved.”
T he m anual indicates the serious attention to be given to qualified 
opinions as follows:
‘‘Qualifications in the certificate and variations of any kind from the standard 
certificate wording are matters which must be given careful and thorough 
consideration. If the item to which exception is taken is material, considera­
tion must be given to its effect upon the opinion.
. . . Whenever the need for qualification in the certificate becomes ap­
parent, the problem should be immediately brought to the attention of a 
partner so that he can determine whether the scope of the audit should be 
extended, the certificate qualified, or no certificate given. This is a problem 
directly affecting the firm’s relationship with the client and should be dealt 
with at the partnership level.”
Appendix E to this chapter contains many examples of qualified 
opinions taken from published corporate reports. Additional examples 
of appropriate wording are included on pages 16-19 of Appendix C.
REPORT CONTENT
T he preceeding discussions of different types of reports and of the 
variety of purposes which they serve indicate that wide differences in 
content may be expected among reports of different types and even among 
reports of the same type. Special reports vary so much that it is not 
practicable to discuss their contents unless the purpose and scope of the 
examination and the type of business are known (but see Appendix B 
of Chapter 24 for one type of outline for special reports). Report content 
can be most effectively discussed from the standpoint of the long-form 
report, as the short-form report presents no problems which would not 
be contained in such a discussion.
Representative List of Contents
Not all of the items in the following list are included in every long-form 
report, nor is the arrangement necessarily in that order. However, as a 
basis for discussion, the list may be considered representative:
1. Table of contents (or index) 3. Financial statements
2. Accountant’s report (certificate) 4. Schedules
a. Address
b. Introductory (scope) paragraph
c. Intermediate paragraphs (if any)
d. Opinion
e. Signature
5. Comments
6. Appendixes
7. Analyses and statistics
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T he arrangement of these items is discussed later in this section of the 
chapter.
Table of Contents
A  table of contents or index is essential for a detailed long-form report, 
particularly as the arrangement of items within such reports is not 
standardized. The table is not presented with a short-form report. 
W hen pages in the report are numbered consecutively, the use of an 
index makes it unnecessary to follow the somewhat old-style method of 
designating pages, usually to the confusion of the reader, as separate 
“statements,” “exhibits” or “schedules.”
Accountant's Report
T he most important contents of this section of the report (sometimes 
still referred to as the “certificate” or “opinion”) have been discussed 
rather thoroughly earlier in this chapter. However, there are a few 
additional items worthy of comment.
T he “accountant’s report” usually is dated as of the date of completion 
of the field work. This date is significant in connection with the auditor’s 
responsibility for disclosure of events which occurred subsequent to the 
balance sheet date. T herefore, it is preferable to such other dates as 
those on which the report was written, reviewed, typed or delivered. (See 
page 7 of Appendix C for further discussions of this point.)
The accountant’s report should be addressed to the client. For cor­
porations, it should be addressed to the Board of Directors or to the stock­
holders, depending upon which of the two bodies engaged the accountant. 
If the directors engaged the accountant with the approval of the stock­
holders, it would be appropriate to address the report to both bodies. 
For partnerships, it should be addressed to the partnership, not to an 
individual partner. Some firms follow this address with the appropriate 
salutation: “Gentlemen,” “Dear Sirs” or “Dear Sir.”
The intermediate paragraphs (between the scope and opinion para­
graphs) may contain such qualifications or exceptions as are required. 
Such paragraphs are not required in many reports, particularly those re­
ports which contain an unqualified opinion. Explanatory or informative 
subject matter, although preferably included as notes to financial state­
ments, may be included in these paragraphs. One important item which 
these paragraphs may contain is information concerning reliance placed 
upon the reports of other accountants, in which case reference to such 
introductory paragraphs should be made in the scope paragraph. How­
ever, if the information is not lengthy, it is included customarily in the 
scope paragraph or in both the scope and opinion paragraphs. A dis­
cussion of circumstances necessitating this type of disclosure and examples 
of appropriate wording are included on pages 12 and 13 of Appendix C to
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th is chapter. For additional examples the reader is referred to pages 
223-36 of “Accounting Trends and Techniques.”3
Those firms which employ a salutation also include a complimentary 
close, such as “Very truly yours.” The report is always signed manually, 
almost invariably with the firm or practitioner’s name and without being 
followed by the name of any individual accountant or partner.
Financial Statements
T he principal statements contained in a report are the balance sheet 
and the income statement. The statement of changes in retained earn­
ings (or earned surplus) is equally important but takes various forms. 
It is sometimes included within the balance sheet, at other times in a 
combined statement of income and retained earnings, and at still others 
as a separate statement.
Other statements are often used in reports in addition to these. One 
example is a statement of the source and application of funds. This 
statement is frequently of great value, but is not yet considered by prac­
titioners to be an essential part of the report. Fifty per cent of the firms 
replying to the Institute’s questionnaire on report writing stated that 
they usually include such a statement. Thirty-five per cent indicated 
that they believe that the statement of application of funds is very helpful 
to third parties, and 60% stated that they believe that it is sometimes 
helpful. The remainder, all small firms, considered it to be of little value.
Statements are presented in many forms. Comparative statements of 
various kinds, especially balance sheets and income statements, are 
usually of great value to credit grantors. Many attempts have been made 
to prepare statements which will be more intelligible to the lay public. 
These usually take the form of the narrative-type statement. This kind is 
suitable for publication or other distribution to those who are not 
familiar with financial statements.
Bankers and other third parties who use audit reports a great deal 
generally prefer the customary technical form of statement. They do not 
need nor do they desire to have reports simplified. T he conventional 
type of report seems to serve their purpose better. The long-form report 
intended for credit purposes, therefore, should normally use the conven­
tional form of statements commonly found in audit reports.
This does not mean that no effort should be made to improve con­
ventional statements. They can be made more informative, and easier 
to read and understand than they have been. The accountant can ac­
complish a great deal along this line by giving sufficient thought and 
attention to statement form and arrangement, and to the wording of 
captions and account titles (see Chapter 18 of this Handbook).
In the description of the short-form report, mention was made of the 
frequent necessity for attaching notes to the financial statements. Per­
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haps this necessity will arise more often with the short-form report than 
with the long form, since the former has no explanatory comments, and 
usually few, if any, supporting schedules. On the other hand, it often will 
be necessary to append notes to the statements in long-form reports, even 
though full explanations could be given in the comments. T he reason 
for this is that all essential facts necessary for complete understanding of 
over-all financial position and operating results should always be con­
tained in the financial statements or in notes which are keyed to and con­
sidered an integral part of the statements. It is not considered sufficient 
disclosure to reveal these essential facts in the general comments.
Care should be taken to distinguish such essential facts from data which 
are merely informative for the use of third parties for credit purposes. 
T he former are necessary to an understanding of the principal purpose 
of the statements — disclosure of over-all financial position and operating 
results. T he latter are needed when the report is to be analyzed for a 
special purpose such as the granting of loans.
Designation of Financial Statements
Many accountants designate the principal financial statements in a 
report as “exhibits,” because they feel that a supporting schedule (such 
as one showing the cost of goods manufactured) may be termed properly 
a statement. T he use of the designations “exhibit” and “schedule” 
serves to differentiate more adequately between basic statements and sup­
porting schedules. Designations such as “Exhibit A,” are frequently 
placed at the upper right-hand edge of the page. T he exhibit letter or 
num ber assigned to a statement should be determined, of course, by 
the sequential arrangement of the exhibits in the report. T he balance 
sheet still appears first in most reports; bu t some accountants, recognizing 
the increased importance of the income statement, place the latter first.
As pointed out earlier, some firms use an index in their reports and 
employ consecutive page numbers for the entire content, thus avoiding 
the somewhat confusing variations in designation of pages as “state­
ments,” “schedules” or “exhibits.”
Financial Statement Titles
Excerpts from the sixth edition of “Accounting Trends and Tech­
niques” 5 are of interest as indications of current practice in titling finan­
cial statements:
“The words ‘balance sheet’ either used alone or in combination with other 
descriptive words such as ‘consolidated,’ ‘comparative,’ or ‘condensed’ are 
used in the great majority of the annual reports (483 companies out of 600 
studied in 1951) to describe the statement of assets, liabilities, and stock­
holders ec|uity . . . there is, however, a moderate but steady increase in the 
number of reports using some other terminology, such as ‘financial position’
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or ‘financial condition’ instead of ‘balance sheet’ in the statement heading. 
This trend is due to the increased adoption of the ‘financial position’ form 
of balance sheet.”
“In the 1951 reports, the term ‘income’ continues to be the word most com­
monly used in the title of the income statement. The most significant trends 
during the past five years . . . are the increase in the use of the word ‘earn­
ings’ and the decrease in the use of the words ‘profit and loss.’ ”
A much more complete discussion of financial statements and their 
titles is contained in Chapter 18.
Schedules
In  order to present the financial statements in a reasonably condensed 
form and yet furnish the necessary detailed information, supporting 
schedules are often employed. These are keyed for ready reference to 
the main statements to which they relate and usually follow them in 
sequence in the arrangement of the report. Thus, the condensed data 
are presented by the principal statement, while the detail is supplied by 
schedules wherever it is necessary to do so to hold the main statement to 
a convenient size, preferably one page. In  this way the reader of the 
report will be provided with a general picture of financial position and 
of operating results and can readily turn to supporting schedules for all 
necessary details. This arrangement affords greater readability than does, 
for instance, a balance sheet which takes up two or three pages.
Report Comments
Maurice H. Stans, in the foreword to this Handbook’s Style Manual,* 
says “Every writer, typist and stenographer should keep in m ind that the 
letters and reports he or she writes become daily representatives from the 
firm to the clients, bringing to them, by their neatness and general appear­
ance, a message of reliability and prestige.” Although Stans was writing 
of the impression conveyed by the physical setup and appearance, his 
comment has even greater applicability to the writing and content of 
report comments.
T he report is one of the major points of contact between the account­
ant and his client and is often the only medium by which third parties 
are able to form an opinion of the accountant’s skill and judgment. 
Assuming competently performed audits and accurately constructed 
financial statements, the selection of matters upon which to comment and 
the degree of excellence with which the comments are written are the 
factors which distinguish among various degrees of effectiveness in re­
ports. Some suggestions for improving the writing of report comments 
are contained in a later section of this chapter.
A p p en d ix  A  to C h ap ter 8, p age  5.
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W hat should be included in the comments contained in a long-form 
report? T he answer to this question will be governed largely by the 
purpose for which the report is prepared and the use to be made of it. 
T he client often will have something to say concerning the items about 
which he wishes detailed information. In reports intended for use with 
third parties, the comments should contain all additional information 
available to the CPA that is necessary for the third party to evaluate the 
financial statements. (In this connection, see Appendix A to this chapter 
for a discussion of items of particular interest to credit grantors, and 
Appendix B for examples of comments contained in some recent long- 
form reports.) Insurance coverage, changes in fixed assets, future pro­
duction or plant extension plans, and significant occurrences subsequent 
to the balance sheet date are all examples of material for report comments.
One of the items often included in the comments of a report intended 
for third-party use is data concerning the organizational structure (some­
times termed “History and Organization’’). This section of the com­
ments includes information about all or part of the following:
1. Date of incorporation or association
2. State of domicile
3. Predecessor organization
4. Principal place of business
5. Products or services
6. Trade territory
7. Type of customers or clientele
8. Principal sources of supply
9. Officers
10. Directors
11. Principal stockholders (if not too numerous)
12. Subsidiaries and affiliates
13. Date and place of annual meeting
One area of report comments, not sufficiently explored by many ac­
countants, is that which provides, for the use of management, supple­
mentary inform ation about operations. T he accountant has in this area 
a splendid opportunity to render valuable assistance to the client’s 
management, especially those smaller clients which do not have the 
internal facilities (or initiative) for extensive analysis of operations. 
An example is cost data furnished to a client whose cost departm ent is 
not large enough, nor competent enough, to provide such data for itself. 
Reference to standard works on cost accounting will provide many ideas 
for the offering of valuable help to the client. For example, Neuner’s 
“Cost Accounting’’ 6 contains in Chapter 18 many examples of reports 
and analyses of value to management and, in Chapter 19, illustrates 
ways in which such information may be expressed graphically.
Comments about the adequacy of the system of internal control are 
sometimes included in reports. However, reference to the adequacy of 
the system of internal control and the efficiency of its functioning is no
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longer part of the standard short-form report. T he committee on auditing 
procedure of the Institute felt that the public now is sufficiently aware of 
the fact that the CPA bases the extensiveness of his detailed check of 
transactions on his findings as to the effectiveness of the system of internal 
control. However, some accountants believe the public is still not suf­
ficiently versed in this m atter and that reference should be made to 
internal control, especially in the case of long-form reports. T here is one 
situation in which most accountants agree that some reference to internal 
control is necessary in the report — where it is so bad that the financial 
security of the enterprise could be jeopardized at any time.
Appendixes
T here is often some useful inform ation which does not belong in the 
formal financial statements and which is not displayed most effectively by 
inclusion in the comments. This often can best be shown in the form of 
statements included as appendixes. Comparative balance sheets, com­
parative income statements, and comparative expense data covering 
several years, as well as schedules containing summaries of fixed assets, 
insurance coverage, and similar data can be shown in this way. In  fact, 
it usually is preferable to give certain of the analyses and much of the 
statistical information in schedule form as appendixes instead of em­
bodying them in the comments.
Such appendixes can be particularly interesting and valuable when 
they show comparisons for a num ber of years. W hen once started these 
comparisons may be continued by dropping the oldest year and including 
the latest year in proper sequence.
Analyses and Statistics
In certain types of reports, some of the most valuable work of the 
accountant consists of furnishing analytical and statistical information. 
Judiciously selected and well-presented inform ation of this type will 
enhance the value of any report. It will be of particular help to the 
client whose staff is not of sufficient size or competence to provide such 
detail.
Examples of statistical or analytical information will occur readily to 
the accountant. Such items as the following are familiar to most;
Current ratio 
Working capital turnover 
Turnover of inventory 
Conversion periods of receivables
Schedules of changes in fixed assets and accumulated depreciation 
Equity ratios
Income available for bond interest
Ratio of cost of goods manufactured to plant investment 
Book value per share of stock
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Ratio of net income to net worth 
Ratio of net income to total assets 
Net income per share of common stock 
Ratio of returns to sales 
Dividend record
T he presentation of analyses and statistics of aid to management in the 
conduct of the smaller businesses has been neglected by many accountants. 
Many accountants do include such useful information as analyses of 
insurance coverage, comparative statements and vertical and horizontal 
analyses of statements. However, there has been less inclusion than is 
probably desirable of cost analyses related to the basic unit of the client’s 
sales and production. T he following are examples; for a dye-house, costs 
related to pounds and dozens of articles processed; for a maker of corru­
gated paper boxes, costs related to number of feet of paper used; for a 
television service company, costs related to completed service calls. These 
are merely illustrative of the types of data with which the public accoun­
tant can supply his client. It must be remembered that many clients will 
not realize the need for or the value of such information until it has been 
supplied to them.
T he value of all statistical and analytical data is enhanced if it provides 
bases for comparisons and indicates trends.
Display of Analytical and Statistical D ata
Where and how should statistical and analytical data be displayed? 
Much of it is included appropriately in the comments section of the 
report, illustrating and providing basic data for comments on various 
aspects of operations or financial condition. As has been pointed out, 
other items are displayed more effectively in the form of schedules and 
comparative statements in the appendixes.
Certainly, the least explored medium for display of such data in ac­
countants’ reports is graphical and pictorial presentation.
T he forms of such presentation most practicable for use in accountants’ 
reports are:
1. The line chart. This is the familiar graph with one type of data displayed 
along a horizontal axis and another type along a vertical axis; a line or 
several lines traversing the graph indicate the relationships between the two 
types of data. This chart is particularly suitable for the display of data 
related to time, with the time sequence usually arranged along the horizontal 
axis. By the use of several lines of different color or structure (solid, broken, 
dotted, heavy and light lines) many comparative revenue-expense relation­
ships may be presented.
2. The bar chart. This chart may consist of solid bars of various lengths which 
display relationships, such as common dividends paid per year (dollars on 
one axis, years on the other). If, for instance, it is desired to display dividends 
for two or more types of stock by years, a chart with several groups of bars 
of different color and length can be used. (If color is not employed, the 
bars may be differentiated by filling one bar with dots, another with diagonal
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lines, another solidly with ink, et cetera). The same relationships can be 
expressed by the use of “component bars.” In such a chart, one bar would 
be employed for each year, with the total dividends represented by the length 
of the bars and the various types of dividends represented by segments of 
each bar.
3. The pie or circle chart. This type of chart, very suitable for the display of 
revenue and expense relationships, consists of a circle divided into segments. 
The entire area may represent total sales or “the sales dollar;” and each seg­
ment may represent a proportionate share of such revenue utilized for taxes, 
materials, wages, net income retained, dividends, and so forth.
4. The map chart. This may be utilized to display information as to plant 
locations, sales districts (with per cent or dollar shares of sales revenue), 
geographical distribution of stockholders, et cetera.
Examples of these types of charts are reproduced on pages 28 to 33. 
T here are at least five probable reasons for this failure of accountants 
to utilize a potentially effective device. Some accountants feel strongly 
that it is not within the province of the professional accountant; their 
viewpoint probably is expressed by the reply received from one large firm 
pertaining to a question on the Institu te’s questionnaire: “Leave that to 
the public relations people.’’ Others feel, quite understandably, that the 
preparation of adequate graphs requires extra time not available in the 
average audit program. However, probably the greatest deterrents are the 
lack of awareness on the part of many accountants of the effectiveness of 
such media; the lack of technical knowledge, skills and imagination; and 
the lack of appropriate reproduction equipment.
Fortunately, the last four deficiencies mentioned can be remedied by the 
individual accountant to a greater or lesser extent. For those readers who 
are encouraged to experiment with this type of presentation, the follow­
ing references are suggested. Bibliographical data for these reference 
works are included in Appendix F to this chapter.
1. Smart, L. E. and Arnold, S., “Practical Rules for Graphic Presentation of 
Business Statistics” (1951)
2. Lutz, S. R., “Graphic Presentation Simplified” (1949)
3. Brinton, W. C., “Graphic Presentation” (1939)
4. Riggleman, J. R., “Graphic Methods for Presenting Business Statistics” (1936)
5. Holmes, Arthur W., “Auditing.” The second edition (1946) and the third 
edition (1951) contain different examples of graphical presentation suitable 
for accountants’ reports, on pages 531-535 and 680-684, respectively.
6. Neuner, John J. W., “Cost Accounting” (1952). Chapter 19, “Graphic Presen­
tation of Cost Data” contains several illustrations of devices for the graphical 
display of cost data, together with descriptions of the chart construction.
7. Published corporate annual reports. Many large corporations have recog­
nized the need to present data in their reports to stockholders in readily- 
assimilable form. Many excellent examples of charts which could be adapted 
by accountants are available in these reports.
A device which can stimulate reader-interest, highlight significant facts, 
and contribute to the clarity of a report is worthy of more consideration 
by public accountants.
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DOLLARS PER HOUR
F i g u r e  3  14 - Y E A R  R E C O R D  O F C O M PA N Y S A L E S
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F i g u r e  4 NET INCOME AND DIVIDENDS PAID 
(THOUSANDS OF DOLLARS)
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F i g u r e  5
W AG ES, T A X E S  AND P R O F IT  
P O ST -W A R  Y E A R S  
(IN MILLIONS OF DOLLARS)
BAR CHARTS
Figure 3. T h is  chart displays time relationships of a single factor. Th e  bars could 
originate a t the horizontal ax is . The use of vertical guide lines is desirable because 
of the length of some of the bars.
Figure 4. A s time relationships between two components of a single factor (net 
income) are displayed, the component bars are used appropriately.
Figure 5. A s this chart expresses time relationships among three separate factors, 
separate bars are used for wages, taxes, and profit. The use of a  component bar for 
profit permits simultaneous display of the disposition of profit. The  second and third 
bar could be partia lly  superimposed on the first and second bar, respectively.
32 T H E  C P A  H A N D B O O K [C h . 19
Ci
rc
le
 C
ha
rt
 d
is
pl
ay
in
g 
th
e 
di
sp
os
iti
on
 o
f 
th
e 
gr
os
s 
in
co
m
e 
in
 c
om
m
on
- 
si
ze
 t
er
m
s.
 
Th
is
 s
o-
ca
lle
d 
"p
ie
-c
ha
rt
" 
is 
on
e 
of
 t
he
 m
os
t 
fr
eq
ue
nt
ly
 
us
ed
 f
or
m
s 
of
 g
ra
ph
ic
 p
re
se
nt
at
io
n.
Co
m
po
ne
nt
 B
ar
 P
ic
to
gr
am
 e
xp
re
ss
in
g 
th
e 
sa
m
e 
re
la
tio
ns
hi
ps
 
di
sp
la
ye
d 
in
 t
he
 c
ir
cl
e 
ch
ar
t.
F
ig
ur
e 
7
HO
W
 E
AC
H 
BL
AN
K 
CO
RP
OR
AT
IO
N 
GR
OS
S 
IN
CO
M
E 
DO
LL
AR
 
W
AS
 D
IV
ID
ED
 I
N 
19
52
-
6
3
¢
 
CO
ST
 
O
F 
M
AT
ER
IA
LS
,
SU
PP
LI
ES
 A
ND
 S
ER
VI
CE
S
- 
7
¢
 
PR
O
VI
SI
ON
 
FO
R
D
EP
RE
CI
AT
IO
N
  
1
8
¢
 
SA
LA
RI
ES
, 
W
AG
ES
 A
ND
 
EM
PL
O
YE
E 
BE
N
EF
IT
S
 
4
¢
 
TA
XE
S
- 
3
 
CA
SH
 D
IV
ID
EN
DS
 1 
 
-
5
¢
 
RE
TA
IN
ED
 
IN
  
TH
E 
BU
SI
N
ES
S 
PR
O
FI
T
F
ig
ur
e 
6
W
HA
T 
H
AP
PE
N
ED
 T
O 
TH
E 
BL
AN
K 
CO
RP
O
RA
TI
O
N
'S
 
GR
O
SS
 I
NC
OM
E 
D
O
LL
A
R 
IN
 1
95
2
Ch. 19] R E PO R T  W R IT IN G
F igure 8
P E R  C E N T  O F S A L E S  - D O L L A R  V O LU M E  
B Y  S A L E S  T E R R IT O R IE S  
1952
III
14%
IE
28%
Mop Chart showing source of sales dollar volume by sales territories and states. Th is  
type of chart is widely adaptable to the display of such items as location of stock­
holders by number and per cent, location of production fac ilit ie s , and location of 
sales outlets.
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Arrangement of Report Content
A  discussion of the content of reports cannot be considered complete 
w ithout some mention of arrangement of material. At present, there is 
no standardization in arrangement of the contents of a report. One type 
of arrangement is as follows;
Table of contents 
Accountant’s short-form report 
Financial statements
Schedules in support of the financial statements
Comments on the statements
Appendixes
Firms employing this arrangement believe that the placing of the 
complete short-form report at the beginning gives desired prominence to 
the substance of the responsibility undertaken by the author.
In  some reports, the opinion paragraph and signature are separated 
from the rest of the accountant’s report and appear just prior to the 
appendixes, if any. Sometimes the schedules appear directly after the 
individual statements which they support. Frequently, in a “narrative- 
style” report the statements are incorporated as part of the comments. 
One firm uses the following sequence, with consecutively num bered 
pages, and believes that it affords a highly logical presentation for a 
long-form report;
Index
Report letter
Short-form opinion (complete)
Explanatory comments
Financial statements (mentioned in the opinion)
Balance sheet 
Income statement 
Statement of retained income
Supplemental statements
Asset analyses and expense analyses (as 
deemed appropriate)
Many other sequences are in common use and no one seems to be 
predominant.
In  fact, there is no general agreement as to the desirability of uniformity 
in the sequence of items contained in long-form reports. On the one 
hand, there is considerable m erit in the position that the accountant 
should be allowed to tell his story in his own way, and that the arrange­
m ent of m aterial is a m atter of style which will vary with the individual 
and with the nature of the report contents. On the other hand, some 
accountants urge some reasonable standardization. In the fourth edition 
of his book, “Accountants’ Reports,” W. H. Bell has this to say, under 
the heading “Desirability of Uniform Procedure” :
“It is highly desirable that accountants, both professional and private, en­
deavor as far as practicable to develop uniform procedure in the preparation
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of reports, so that the reports of any one business for different periods may 
be readily comparable, and so that bankers, credit men and others may have 
no difficulty in contrasting the facts as reported by different enterprises. This 
applies particularly to questions of terminology, classification and arrange­
ment in financial statements, regarding all of which there is still — notwith­
standing improvements in recent years — a decided lack of agreement, even 
among members of the accountancy profession. Besides this, the report­
reading public, and especially bankers and others who are called upon to 
study the reports of different public accountants, would benefit by greater 
uniformity of practice in the general content and treatment of certain mat­
ters in audit reports.”
WRITING THE REPORT COMMENTS
Consideration has been given in the preceding sections of this chapter 
to different kinds of reports and to their purposes, uses and content. Now 
to be discussed are some of the difficulties likely to be experienced when 
the accountant actually sits down to write his report. By “writing the 
report” is really m eant writing its explanatory text. T he financial state­
ments almost invariably have been prepared before the comments are 
written.
Reports may be written by the accountant in charge of the engagement, 
by his supervisor or by a report departm ent. In the majority of the small 
or medium-sized firms, the accountant who does the field work usually 
writes the report in draft, which is then reviewed by his supervisor or 
principal. Such a situation is assumed in the following discussion. How­
ever, what is said will apply equally well, with possibly some slight modi­
fication, to any other plan of report writing.
It is likely that few accountants enjoy writing their reports. Probably 
the main reason for this lack of enthusiasm is that they have never 
become really proficient in the skills necessary for good report writing. 
People like to do that which they can do well; they dislike that which 
they find difficult. Then, too, sufficient time to do a good job is not always 
provided for in the work program. Consequently, there is a real tem pta­
tion, to which many accountants succumb too readily on repeat audits, to 
copy almost verbatim the comments contained in reports of the pre­
ceding years. Even if the original writing was good, an interesting 
report does not result. If the original was mediocre, the weakness is 
compounded.
It is not proper to condemn categorically the copying of preceding 
reports; in some circumstances this is a necessary procedure. Indeed, 
some firms insist that certain portions of reports be copied from year to 
year, especially where careful attention has been given in the past to 
precise wording of comments relating to some particular continuing 
feature of the client or the audit. Nevertheless, the indiscriminate, 
unoriginal practice of failing to tailor the report to the specific situation 
is a rather general professional failing.
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A few general suggestions for the improvement of report writing may 
be pertinent before a discussion of more specific components of the 
report-writing process:
1. The individual accountant and his firm should recognize the importance of 
effective report writing and the need to become proficient in it.
2. The firm should provide enough time in the work program for the prepara­
tion of an effective report.
3. The firm should not permit indiscriminate copying of comments from prior 
reports.
4. The report writer should review the literature on the subject, preferably 
selecting at least one good book for intensive study and reference.
T he following publications are recommended as being of particular 
value. Some are general in scope, bu t others are directed specifically to 
the writing of accountants’ reports. Bibliographical data for all refer­
ences are included in Appendix F to this chapter:
1. Clapp, John M., “Accountants’ Writing.”
2. W oolley, Edwin C., Scott, F. W., and Berdahl, E. T., “College Handbook 
of Composition.”
3. Colby, Frank, “The Practical Handbook of Better English.”
4. H unter, Laura G., “Suggestions for Improving the Language of Audit Re­
ports.” This pamphlet, obtainable from the Superintendent of Documents, 
U. S. Government Printing Office, Washington 25, D. C. at a price of thirty 
cents, is an excellent, well-indexed compendium of common errors in audit 
reports with suggestions for revision of wording. Although its specific points 
of reference are reports of government agencies, the comments which it con­
tains should be of help to public accountants.
5. V izetelly, Frank H., “A Deskbook of Errors in English.”
6. Any standard, unabridged dictionary.
Of course, the extent to which the accountant can write acceptably 
already has been affected to a m ajor degree by such factors as his general 
education, his training in the use of language, the am ount and extent of 
his reading — and the quality of the m aterial which he has read — and 
other personal factors. Nevertheless, he can improve whatever foundation 
he has, if he will give time and effort to it.
In  weaving into the structure of his reports the inform ation which 
he has decided to include, the writer uses the basic materials — words, 
clauses, sentences and paragraphs. Obviously, it is impracticable to 
attem pt to discuss these thoroughly within the scope of this chapter. 
Indeed, J. M. Clapp in his book, “Accountants’ W riting,” 8 devoted a 
chapter each to these four elements. However, it is feasible to review here 
the desirable attributes of good report writing, together with a few illus­
trations of all-too-common errors encountered in accountants’ reports,
C h . 19] R E PO R T  W R IT IN G 37
with the hope that the reader will be stimulated to examine some refer­
ence works which cover more thoroughly the technical aspects of writing.
Attributes of Good Report Writing
For any set of attributes which one writer may advance, other writers 
will offer others. Textbooks authors in the field of English for business 
use frequently emphasize what they term the “three C ’s” ; correctness, 
clearness and conciseness. On page 1 of this chapter, it is suggested that 
a good report must be clear, well-organized, accurate, informative and 
interesting. Regardless of the classification used, the intent is similar. 
T he extent to which these attributes are achieved through selection of 
content rather than through expression is difficult to state, since both 
contribute. Certainly, for an interesting report, the content must be of 
interest; bu t so, also, must be the manner of expression and organization. 
Accuracy applies not only to the information, but to the way in which 
it is conveyed. Conciseness is achieved through both appropriate selec­
tion of m aterial and selection of ways to display the material. Concise­
ness never means that something essential in words, punctuation or 
inform ation should be excluded. It does mean that only pertinent m ate­
rial should be included and that the thought should be expressed in as 
few words as are consistent with accuracy, smoothness and understand- 
ability.
Clarity
Clarity is really the product of the correct use of all of the elements 
discussed in this section. Accuracy is one component; proper organiza­
tion is another.
T o  the extent possible, clarity should be interpreted as requiring that 
every statement not only can be understood, but that it cannot reasonably 
be misunderstood. Answers to the AIA’s questionnaire on report writing 
indicate that, in the opinion of practitioners, the following m ilitate 
against clarity in report comments (listed in the order of frequency 
mentioned):
1. Excessively long clauses, sentences or paragraphs.
2. Ambiguity.
3. Lack of simplicity.
4. Lack of organization, and exposition of material in ineffective or illogical 
sequence,
5. Monotony.
6. Inappropriate or inadequate punctuation.
7. Redundancy.
8. Use of archaic, legalistic, obscure or meaningless words and phrases.
9. Incorrect spelling.
10. Defective emphasis.
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Use of Appropriate Words
T he use of words which do not convey the precise meaning desired 
reduces clarity. A quotation from the report m anual of a large accounting 
firm * is pertinent:
“Experience has emphasized the necessity of carefully challenging all termi­
nology, both in financial statements and in the accountants’ report, to see 
that it conveys the intended meaning and that the reports do not employ 
language in such a manner that it might be subject to an interpretation 
different from that which was intended. We should strive to improve our 
reports and avoid copying of previous years’ reports. Nevertheless, in many 
instances it is desirable to follow or copy certain statements from previous 
reports, particularly carefully thought-out wording for special or technical 
matters which are still present.’’
Use of the same word with different meanings in the same sentence or 
paragraph may be confusing. An example is: “We compared the items 
of cash receipts as shown by the cash book with duplicates of receipts 
issued by the cashier.’’ Such words as “fund,” “check,” and “balance” 
should be used with care for the same reason.
T he position of a word in a sentence may make the meaning uncertain. 
As an example, the meaning is not clear in the following sentence: “All 
the stock certificates were not canceled at October 31, 1953.” T he real 
meaning can be made unmistakably clear by recasting to: “Not all the 
stock certificates were canceled at October 31, 1953.”
T he use of florid language may result in obscuring the meaning. 
Clarity may be reduced even by using words the meaning of which has 
recently changed. For instance, the word “presently” in ordinary modern 
usage means shortly, in a short time. W hen used for “now” it may be 
misunderstood.
Many accountants begin their reports, “We have audited the books 
and records of. . . .” All books of account are records, bu t not all records 
can be included in the accountant’s definition of books. Numerous 
records such as salesmen’s un it sales records, memorandum records of 
various kinds and certain types of personnel records cannot be considered 
as always being included among the “books and records” to which the 
auditor refers. If by “records” the accountant means “books,” the term 
is redundant. If he means all “records,” he probably is taking in too much 
scope, and the statement probably is incorrect.
T he use of Latin terms was once the mark of the scholar. Generally, 
these do not contribute to the clarity of a modern audit report. Especially 
to be avoided are hackneyed expressions such as “per books” and “per 
balance sheet.” Instead of “ten dollars per diem” or “ten thousand 
dollars per annum ,” write “ ten dollars a day” and “ten thousand dollars 
a year.” Abbreviations of Latin terms such as viz., i.e., e.g., and etc. are 
undesirable where suitable English words can be used instead.
A p p e n d ix  C to this chapter, page 2.
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Simplicity helps to achieve clarity. T he writer should use a simple 
word instead of a complex one whenever there is a choice.
Punctuation
Possibly no other factor in report writing, or in business writing gen­
erally, has undergone such a marked change in recent years as have the 
rules of punctuation. This generally salutary change has been in the 
direction of simplification. Many business writers today restrict their 
uses of punctuation marks to situations which require such uses to make 
the meaning clear and the writing smooth. T his is the viewpoint adopted 
in the preparation of the Style M anual included as Appendix A to 
Chapter 8 of this Handbook. Restriction of the use of punctuation 
results in a notable saving of typing time.
However, even advocates of simplified punctuation insist that there 
are two legitimate and essential functions of punctuation marks: to make 
the meaning of a word group clear and to enhance the flow of words. An 
interesting example of the first function appears in the antithetical 
meanings in the following two sentences which are identical except for 
the commas:
1. The builder insists Mr. Bond has breached the contract.
2. The builder, insists Mr. Bond, has breached the contract.
T he use or omission of commas is necessary to convey the desired 
meaning in these illustrations. Legal works contain many references to 
court cases which involved interpretations affected materially by inappro­
priate or inadequate punctuation.
T he use of punctuation to set the reading pace or rhythm  can be 
illustrated by the commas or semicolons which separate long clauses in 
a sentence. They simultaneously indicate the introduction or a new, 
though related, idea and signal a logical breathing space in the lengthy 
sentence. In addition, the use of a comma before and after such paren­
thetical words or phrases as “however,” “nevertheless” and “in addition” 
indicates a barely perceptible stop which parallels the m anner in which 
the word or phrase would be spoken. This “semistop” increases the 
emphasis of the word or phrase. In  this sense, punctuation is to writing 
what gestures and inflection are to speech.
W hatever style of punctuation is adopted by a firm, it should be em­
ployed consistently throughout all letters, reports and other writings. 
Many firms include instructions on this point in their report manuals or 
style manuals.
As with grammar and other technical phases of writing, it is possible 
here merely to point up  the need for attention to punctuation. For 
thorough discussions, the reader is referred to books listed in Appendix 
F to this chapter and to the Style Manual, Appendix A to Chapter 8.
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Continuity
Continuity within the report is essential to clarity of expression. It 
must be achieved both in the arrangement of material and in the sequence 
of words, sentences and paragraphs of the report.
In order to accomplish the best results in the preparation of a report, 
it is necessary to begin planning for it early in the engagement. W hile 
the audit is in progress the accountant in charge should make notes of 
anything he thinks worthy of mention in the report. If he waits until he 
has completed everything else and is ready to write the report, he may 
find it necessary to refer again to the client’s records for certain details. 
Assistants should be instructed to make similar notes for possible use in 
the report.
W hen the field work has been completed and the financial statements 
prepared, the accountant is ready to begin writing the report. He should 
review the statements carefully, comparing them with those of the pre­
ceding year, and should try to pu t himself in the place of a credit grantor 
or of the management. He should ask himself what further informa­
tion, explanation or analysis they would desire. He should make notes 
of such items, in addition to the notes previously prepared, and arrange 
all the notes in the sequence which he believes will make the report most 
interesting and understandable. Some accountants use half sheets of 
paper or cards for such notes for ease in sorting in the order desired for 
the report. T he arrangement, whatever it may be, should be simple and 
logical; for example, comments on items in financial statements should be 
in the order of their appearance on the statements.
Answers to the AIA questionnaire on report writing revealed that 95% 
of the responding firms divide lengthy comments into appropriate sec­
tions. Of these, 90% reported that they follow a definite pattern of 
organization. T he pattern followed by about half of this 90% is as 
follows: a brief history of the client’s organization, discussion of operating 
results, discussion of all im portant operating changes, discussion of balance 
sheet items, discussion of other matters of interest, and recommendations, 
in that order. About 35% prefer an arrangement which opens with the 
history, continues with a discussion of items in balance sheet sequence, 
and concludes with a discussion of income statement items in statement 
order, regardless of the relative importance of the various items.
Continuity is necessary also within paragraphs, sentences, and other 
subdivisions of the report. Each paragraph should represent a thought- 
group of related sentences. Its content and length must be determined by 
logic, preference and good style, since rules alone will not be sufficient. 
T he central idea should be developed by the sequence of the sentences.
Sometimes, forcefulness can be attained by setting a single sentence 
apart as a separate paragraph.
Accountants frequently make clauses too long, which results in heavi­
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ness of style and lack of smoothness. They use inadequate care, too, in the 
selection of connectives for joining clauses within sentences. If the clauses 
are related statements, the connective should be and; if they are anti­
thetical, but should be used. However, if the clauses express separate and 
distinct thoughts, they should not be included in the same sentence; 
separate sentences should be used.
T he pronoun which is a connective that is often misused. Misuse is 
caused frequently by intruding another noun between which and its ante­
cedent noun. T he following sentence is an example: “T here were many 
imperfections in the inventory control system which frequently caused 
much difficulty.” Imperfections is the antecedent of which. System is 
the noun intruded. T he imperfections, not the system, caused the diffi­
culties. T he sentence should be reconstructed to read: “T he  inventory 
control system contained many imperfections which caused. . . .”
Long sentences should be avoided whenever possible. However, when 
a thought can be expressed most satisfactorily by a long sentence, it is 
wholly desirable to use one, provided that it does not become complicated. 
Sentences of varying length achieve easier, more attentive reading.
T he continuity and appearance of a report are improved greatly by 
the logical use of paragraphs of varying lengths. T he appearance of a 
page is improved, of course, by breaking it up  by means of paragraphs. 
This is not the object of their use, however, although some audit reports 
seem to indicate that the writers thought so.
Grammar
Accountants’ letters and reports are relatively free from serious gram­
matical errors. However, grammatical errors do occur; and whether they 
be chargeable to lapse of attention on the part of the writer or to mis­
takes in typing or oversights in proofreading is immaterial. T he bad 
impression which grammatical errors create is likely to cause clients or 
prospective clients to doubt the accountant’s intellectual ability.
N othing less than a good foundation in the rules of and practice in 
English grammar will enable the CPA to avoid possible pitfalls. T here­
fore, any accountant who has not mastered thoroughly the rules of gram­
m ar should devote sufficient time immediately to overcome this deficiency.
No mere list of possible grammatical errors, however long and well- 
indexed, could provide insurance against making them. W hat is needed 
is a thorough acquaintance with the forms of expression which are gram­
matically correct, and the reasons why they are to be preferred. How­
ever, for the sake of anyone who may wish to test his ability to recognize 
the difference between the correct and incorrect use of English words, “A 
Deskbook of Errors in English” by Frank H. Vizetelly9  is recommended. 
This book contains not only an alphabetized list of common errors, bu t 
also interesting comments which show how each error can be avoided.
A few examples of grammatical errors at this point should be sufficient
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to illustrate the need for attention to correct grammatical usage. A viola­
tion of grammar which occurs frequently is the use of a verb of incorrect 
number, because of the intrusion of a phrase between the verb and its 
subject: “T he arrangement made with the banks and the co-operatives 
are discussed in the following paragraphs.” T he verb should be is, as the 
singular noun “arrangem ent” is its subject.
Another type of error is the use of the present perfect where the past 
tense should be used. “T he creditors have evolved the technique of 
handling the certificates of indebtedness from the beginning of the receiv­
ership to the end of 1949.” T he verb evolved (past tense) should have 
been used instead of have evolved (present perfect), because the latter 
indicates action going on up to the present time.
Two of the grammarians’ favorite anathemas have been the split- 
infinitive and the use of a preposition at the end of a sentence. Objection 
to the latter was disposed of effectively for many people by a remark which 
was quoted widely during W orld W ar II and was attributed to Winston 
Churchill. An Oxonian assigned to the task of editing the prime m in­
ister’s speeches allegedly altered several sentences which had concluded 
with prepositions. It is said that his revisions were returned by Mr. 
Churchill with the explosive comment: “This is the sort of arrant non­
sense up with which I will not pu t.”
Apocryphal or not, this story illustrates the rather healthy attitude of 
modern writers that sentences must not be distorted and rendered awk­
ward merely to conform to grammatical usage. If the endeavor to avoid 
splitting an infinitive results in an awkward construction, split the 
infinitive. However, the writer should be certain that no other gram­
matically correct wording would serve as well.
Some Positive Aspects of Composition
T he absence of all errors because of strict adherence to grammatical 
rules, correct spelling, and so forth is not sufficient in itself to assure a 
good piece of writing. Good composition is a positive thing.
T he accountant should tell his story in a natural, not artificial, style. 
Unnecessary formality tends to make reports dry and uninteresting. The 
story should be told as though the accountant were telling it orally from 
well-edited notes. In talking with clients or third parties, he would 
seldom use such words as “hereinafter,” “thereto,” “thereof,” or similar 
words of legalistic cast. Moreover, he would use technical terms only to 
the extent required for a clear expression of the subject m atter — and then 
only such terms as his audience could understand. Stilted phrases, unfa­
m iliar words, and long complicated sentences reduce the clarity of and 
interest in a report.
Even though the report writer bears this concept in mind and con­
sciously attempts to make his writing grammatically correct, seldom, if 
ever, will his first pencil draft be completely acceptable. Awkward con­
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structions and lapses of continuity have a way of creeping into the original 
drafts of even the best writers. Therefore, it is essential that sufficient 
time be provided in the work program, not only for review by other 
persons, but also for revisions by the report writer both before and after 
review.
T he first step in such revision is to have the draft typed with double­
spacing, or even triple-spacing, between lines to perm it insertion of 
revised wording. It is startling to see how clearly a typed manuscript 
shows up awkward wording, redundancy and errors in spelling or 
grammar which go unnoticed in the pencil draft.
In this process of revision, the writer usually will find that he can 
increase the effectiveness of his writing by substituting strong alternatives 
for weak constructions in the original draft. These original constructions 
may be quite proper, but they may lack the force which a stronger word 
or phrase could im part to the thought. T he following two examples will 
illustrate this point.
1. A positive statement is stronger than a negative statement:
We do not believe that the situation has improved.
We believe that the situation has not improved.
2. T he active voice is stronger than the passive voice:
It is recommended that the corporation . . .
We recommend that the corporation . . .
This second example is illustrative also of an unfortunate tendency 
to employ frequently various evasive phrases such as “it would appear” or 
“it seems.” T he accountants’ report is a summary of their findings and 
contains their recommendations. T he use of the personal pronoun 
emphasizes this fact.
Frequently, the writer will find in reading his typed draft that it con­
tains hackneyed phrases, jargon or other evidences of careless writing 
which weaken his style.
Some of the most common examples of jargon as used in reports are 
compounds of “there,” “here” and “where” : thereof, therein, thereon, 
thereto, therewith, therefrom, herein, hereinafter, wherein. Notice the 
awkward structure of the next sentence and the ease with which its 
alternate is constructed:
The principal feature in deciding to discontinue the project was the cost
thereof.
The principal reason for the decision to discontinue the project was its cost.
A few examples of hackneyed phrases follow:
It would appear On the basis of
Pursuant to With a view to
In connection with In the light of
It should be noted that For the purpose of
With respect to During the course of
In regard to We wish to advise
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Usually, these phrases can be replaced advantageously by a shorter 
phrase or by a single word, or they can be eliminated w ithout replace­
ment. For example:
The warehouse was acquired for the purpose of providing space for storage 
of machinery.
The warehouse was acquired to provide space for storage of machinery.
As a final illustration of the types of improvements which a report 
writer may make by careful revision, the following overworked words, 
which are often misused, are presented.
“Foregoing” (an adjective) used as a noun:
The foregoing lead to . . . (Incorrect)
The foregoing practices lead to . . . (Better)
These practices lead to . . . (Preferred)
“If” used incorrectly for “whether” :
. . .  to ascertain if the amount was correct.
. . .  to ascertain whether the amount was correct.
“Practical” (useful) used incorrectly for “practicable” (feasible):
Although such data would have been helpful, it was not practical to make 
the necessary inquiries.
Although such data would have been helpful, it was not practicable to make 
the necessary inquiries.
REPORT MANUALS
Some public accounting firms have found it desirable to prepare a 
m anual to assist members of their organizations in writing reports. They 
have found that the use of such manuals has resulted in greater uni­
formity among reports and in considerable savings of time. Many of the 
moot questions which would have taken up a great deal of the writer’s 
time are resolved for him. This prevents inconsistencies in treatm ent of 
items, thus avoiding the impression that the firm has no policy on such 
matters. T he decisions upon which such manuals are based are usually 
made by a partner, generally in consultation with the other partners. 
Therefore, such decisions are likely to be sounder than if reached by an 
individual staff accountant working under the pressure of getting out 
a report.
This may seem like undue regimentation. Actually, it is a reasonable 
means of helping the report writers by furnishing them with approved 
expressions and with explanations of methods of handling certain items. 
However, if a staff member thinks of a better alternative, his firm usually 
will be pleased to consider suggestions. On the really constructive parts 
of the report he should be, and usually is, not only encouraged but 
required to do his own thinking.
T he report m anual may take any one of several forms. Some firms 
prepare one m anual which covers all phases of report preparation, con­
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tent, review and reproduction. Others include instructions relating to 
reports in pertinent sections of style manuals or office manuals. Still 
others issue instructions periodically in the form of office bulletins, 
memoranda or checklists. T he Institu te’s questionnaire on report 
writing elicited the inform ation that only 25% of the firms replying use 
report manuals or sections of office staff manuals to issue report instruc­
tions, although 75% indicated that they require strict adherence to 
definite rules of style.
In  this Handbook, examples of report instructions contained in dif­
ferent media are included in the following chapter appendixes:
Chapter 7, Appendix B — Instruction sheets for processing of reports.
(pages 26, 62 and 63).
Chapter 8, Appendix A — Style manual for report writers, typists and
stenographers.
Chapter 9, Appendix C — Staff manual containing report instructions.
(pages 12 and 13).
Chapter 11, Appendix A — In-charge accountant’s review questionnaire.
Chapter 11, Appendix B — Office review questionnaire.
Chapter 19, Appendix C — Extracts from a report manual.
Chapter 19, Appendix D — Extracts from a report and presentation manual.
CONCLUSION
Although many CPAs will agree in principle with much of the content 
of this chapter, many more will say in effect; “All very well — but where 
do we get the time to do all this?’’ Indeed, over 65% of those firms which 
replied to the AIA’s questionnaire were in agreement that the writing of 
reports under the pressure of a busy season was a major factor contribut­
ing to deficiencies in reports. About 50% of the firms considered that 
time limits imposed by time estimates for engagements, or requirements 
that reports be ready for a specific date, also were responsible for poor 
report writing. Seventy per cent of the firms indicated that they believed 
that the tendency to follow a set pattern in report writing (routine 
adaptation of existing reports, often caused by time pressures) was another 
m ajor factor in reducing the effectiveness of reports.
However, the conflict between ideal practices and the pressures of 
time and costs is not peculiar to the report-writing activity. In  other 
areas where practices were much less than ideal and where time pressures 
existed the profession has been able to make considerable progress toward 
the ideal.
In  conclusion, three concrete suggestions, gleaned from comments of 
firms which replied to questionnaires, can be offered as examples of 
ways to increase the staff’s report-writing proficiency and to utilize slack 
time more effectively. Sixty-five per cent of these firms stated that they 
employ specific measures to improve the writing of report comments.
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T hree o£ the most useful and practicable of these measures are:
1. A staff training program in report writing, perhaps as part of a more com­
prehensive instruction course.
2. Examination during the slack season of previous reports for specific clients, 
and the making of notes and the preparation of tentative paragraphs to 
improve the next report for that client.
3. Study of existing reports during the slack season by juniors and other staff 
members, who are required to write constructive criticisms for use in im­
proving future reports generally.
A large num ber of firms not currently using any of these three devices 
commented that they were favorably impressed by them and intended 
to make use of them. This is the type of reaction which it is hoped this 
chapter can evoke.
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FOREWORD
T he purpose of this pam phlet is to promote a better understanding by 
businessmen of the nature of the financial inform ation that the banker 
needs for credit purposes and why he needs it. I t emphasizes the value to 
both businessman and banker of a report by an independent certified 
public accountant in the presentation of such information.
T he pam phlet describes financial inform ation useful to the business­
man and generally required by the banker. T he kind and extent of 
inform ation needed by the banker vary with the particular business enter­
prise because no two are exactly the same. In some instances items 
additional to those m entioned are necessary for bank credit purposes. 
Often it is advisable to consider the inform ation to be submitted at a 
conference of the businessman, the banker and the certified public ac­
countant.
T he banker recognizes that it is the independent certified public 
accountant who must determine how to conduct an examination, and 
this pam phlet is in no way to be construed as a statement of how an audit 
should be made.
T he adequacy of financial statements submitted for bank credit pur­
poses has always been and continues to be of outstanding importance to 
the Robert Morris Associates. M ajor contributions toward achieving this 
objective have resulted from the exchange of thoughts and opinions with 
the accounting profession, and in this program the American Institute of 
Accountants and the state societies of certified public accountants have 
co-operated wholeheartedly and effectively.
T he experience of bank credit men, however, is that financial state­
ments are often inadequate for bank credit purposes, since many business­
men and some accountants are not fully acquainted with the nature and 
extent of the financial inform ation that the banker requires. In  various 
sections of the country, bankers have endeavored with considerable success 
to promote a better understanding of the quality and scope of financial 
inform ation needed for bank credit purposes. T he present pam phlet has 
been prepared in furtherance of these efforts. T he pam phlet has been 
written by a committee representing the national organization of the 
Robert Morris Associates.
2
Ch. 19] APPENDIX A
Committee on Cooperation with Public Accountants
L ouis L. Se a m a n , Chairman 
Irving Trust Company 
New York, N. Y.
G. K en n e th  Crow ther  
Guaranty Trust Company of New York 
New York, N. Y.
M ilton  J. D rake 
T he Detroit Bank 
Detroit, Mich.
E dward R . D roppers 
First Wisconsin National Bank of 
Milwaukee 
Milwaukee, Wis.
E dward F. G ee
State-Planters Bank and Trust Company 
Richmond, Va.
N orm an  H . M oysey 
T he Manufacturers National Bank of 
Detroit
Detroit, Mich.
December 1951
3
T H E  CPA H A N D B O O K [Ch. 19
FINANCIAL STATEMENTS FOR BANK CREDIT PURPOSES
Accurate, adequate records are essential to good business management. 
For all business, from the largest to the smallest, they are indispensable 
to continued soundness and profitability. Good records in themselves are 
primary evidence of good management.
T he businessman must know what his business has done in the past and 
where it stands today if he is to know what management actions may be 
sound and profitable for tomorrow. In making his plans and decisions he 
must depend upon periodic financial statements prepared from the 
accounting records. As a minimum, such statements consist of a balance 
sheet, income statement and an analysis of changes in surplus and in 
capital. But equally im portant to good business management are such 
supplementary details and schedules as are suggested in this pamphlet. 
For bank credit purposes these details and schedules are customarily in­
cluded as a part of a comprehensive audit report by an independent 
certified public accountant.
Why An Audit?
Inasmuch as the businessman bases his management decisions on 
financial statements, he must be certain that such statements are reliable. 
His best assurance of their reliability is to have them audited at least 
annually by an independent certified public accountant — a professional 
practitioner whose function is to determine the facts and present them 
clearly.
T he certified public accountant, however, is more than a specialist in 
financial records and statements. His wide experience with business 
records and problems is in other ways valuable to the businessman. He 
brings to his clients the knowledge acquired in many lines of business 
with respect to such matters as systems, cost controls, tax procedures and 
budgets — knowledge which management needs today for sound financial 
planning. T hus the purpose and benefits of employing a certified public 
accountant go far beyond the mere substantiation of assets, liabilities, in­
come and expense.
T he professional opinion of the certified public accountant, in the form 
of a concise, self-sufficient written certificate submitted in accordance with 
the accepted standards of the accounting profession, is the most im­
portan t feature of the accountant’s report — it is the objective of the audit 
service for which the accountant is engaged.
In  making an audit, the certified public accountant must himself de­
termine the scope of the examination necessary to enable him  to express 
an unqualified opinion of the financial statements of the business. He 
must be permitted to make such tests and checks as he considers necessary 
to give an unqualified professional opinion. If, for example, receivables 
and inventory are m aterial and the accountant is restricted in confirming
4
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receivables or verifying inventories, he will be unable to express a satis­
factory opinion.
T he certified public accountant cannot be expected to do more than his 
client authorizes, for the accountant is also a businessman and must be 
adequately paid for the services he renders. If the scope of his audit is 
unduly restricted, he cannot render the most effective service of which he 
is capable. For this reason unrestricted audit engagements are recom­
mended. T heir cost should be regarded as a normal operating expense 
necessary to good management.
Types of Audit Reports
Audit reports are generally classified into two groups: (1) the short- 
form containing only the financial statements and opinion; and (2) the 
long-form containing financial statements, explanatory and analytical 
schedules, and descriptive supplementary comments on the quality and 
nature of the assets, on the liabilities and on the operations during the 
period. For obvious reasons the long-form report is of greater value to 
the businessman, not only for management purposes bu t also in  con­
ducting negotiations for bank credit or other forms of credit or capital.
What the Banker Needs and Why
T he banker is the custodian of other people’s money. As such, he is 
answerable to his depositors and directors, and to examining and regu­
latory authorities for the soundness and liquidity of the loans he makes. 
He can meet his responsibilities only if his decisions, like those of the 
businessman, are based on adequate and reliable information.
T he banker’s problem is the determ ination of the degree of risk in ­
volved in each proposed loan. He must satisfy himself that every loan 
he makes will be repaid according to its terms after profitable use by the 
borrower. He does this, giving due consideration to other factors, by 
analyzing the financial history of the business over a period of years. This 
requires a series of financial statements and the necessary supporting 
schedules and supplementary details. If the financial statements are 
accompanied by the unqualified opinion of an independent certified 
public accountant, they will be more acceptable to the banker and will 
expedite his consideration of the credit needs of the applicant.
T he practice of employing an independent certified public accountant 
to examine and report upon the financial statements has grown very sub­
stantially over the past twenty-five years and is today a customary re­
quirem ent in connection with a loan application.
What Information Should the Businessman Submit?
T he extent of the inform ation needed by the banker varies greatly, de­
pending upon the nature of the business, the am ount of the loan needed,
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and the time required for repayment. T he outline of inform ation sug­
gested hereafter is not necessarily complete nor does it necessarily apply 
with equal importance to every business enterprise. T here is always, how­
ever, a certain m inim um  of inform ation necessary for the analysis of a 
credit risk. An outline of such inform ation is summarized below with an 
occasional word of explanation, when the reason is not self-evident, as to 
why these details are so helpful to the businessman and his banker.
Cash
Cash on hand, if material, should be segregated from cash on deposit in 
banks, and any funds restricted or pledged in any way, earmarked for any 
specific purpose, or not immediately available, should be designated with 
appropriate explanation.
Receivables
Notes and accounts should be stated separately and there should be a 
segregation of amounts due from officers, principals or affiliates and a 
segregation of balances arising out of other than bona fide sales of goods 
or services constituting the regular business of the company.
A. N o t e s  R e c e i v a b l e .  N o tes rece iv ab le  fro m  o th e r  th a n  tra d e  custom ers sh o u ld  be 
seg regated , a n d  if  im p o r ta n t  in  a m o u n t, item ized  by  d a te  o f o r ig in , m ak er, 
m a tu r ity , a n d  security , if any . I f  re la tiv e ly  few in  n u m b e r, tra d e  no tes  re ­
ceivab le  sh o u ld  be  sim ila rly  p re sen te d . I f  n o t  item ized , tra d e  n o tes  rece iv ab le  
sh o u ld  be  ag ed  by  d a te  o f o r ig in  w ith  th e  to ta l an a ly zed  to  show  those  n o t 
d u e  a n d  p a s t d u e , secu red  a n d  u n se c u re d . T h e  n a tu re  o f  th e  security , if any, 
sh o u ld  be  d isclosed . I f  n o tes  a re  tak e n  fo r p a s t d u e  accoun ts , th e re  sh o u ld  be 
a n  in d ic a tio n  o f th e  a m o u n t o f no tes  so tak e n . O u ts ta n d in g  b a lan ces o n  no tes  
so ld  o r  d isc o u n te d  w ith  reco u rse  sh o u ld  be  sta ted , a n d  if n o tes  h av e  b e e n  sold  
w ith o u t reco u rse , th e  fact sh o u ld  be  re p o rte d . D isc losu re  sh o u ld  be  m ad e  of 
an y  no tes  p led g e d  to  secure  in d eb ted n ess .
B. A c c o u n t s  R e c e i v a b l e .  A ccoun ts rece iv ab le  fro m  o th e r  th a n  tra d e  custom ers 
sh o u ld  be  seg reg a ted  a n d , if im p o r ta n t  in  a m o u n t, item ized  to  e n a b le  a review  
o f th e ir  n a tu re , l iq u id i ty  a n d  va lue . T ra d e  acco u n ts  rece iv ab le  sh o u ld  be  aged, 
a n d  th e  resu lts  set fo rth , e ith e r  by  charge  da tes  (show ing  those  ch arg ed  w ith in  
30 days o f th e  b a la n ce  sh ee t d a te , w ith in  30 to  60 days, w ith in  60 to  90 days, 
a n d  so on), o r  by  m a tu r i ty  d a te s  (show ing  those  n o t  ye t d ue , p a s t d u e  from  
o n e  to  30 days, fro m  30 to  60 clays, fro m  60 to  90 days, a n d  so o n ). C usto m ary  
se llin g  term s, a n d  an y  im p o r ta n t  d e v ia tio n s  th e re fro m , sh o u ld  be  in d ic a te d . 
A n y  m ark e d  c o n c e n tra tio n  in  a re la tiv e ly  few  la rg e  acco u n ts  sh o u ld  be  d is­
closed w ith  th e  nam es a n d  a m o u n ts  o f th e  larg est d e b to rs  lis ted . D isclosure  
sh o u ld  be  m ad e  o f an y  acco u n ts  p led g e d  o r  assigned  to  secure  in d eb te d n ess  
a n d  of an y  so ld  w ith  o r  w ith o u t reco u rse . I f  c red it in su ra n ce  is c a rried , its 
coverage sh o u ld  be  in d ic a te d .
C. R e s e r v e  f o r  D o u b t f u l  A c c o u n t s  or  f o r  B a d  D e b t s .  A reserv e  of th is  k in d , if 
any, sh o u ld  a p p e a r  as a d e d u c tio n  fro m  th e  rece ivab les to ta l to  w h ich  it  is in ­
te n d e d  to  ap p ly . A n  analysis sh o u ld  be  p ro v id e d  of a ll changes in  th e  reserve 
b a la n ce  d u r in g  th e  a c c o u n tin g  p e rio d , sh ow ing  in  su m m ary  fo rm  th e  b e g in ­
n in g  b a lan ce , ad d itio n s , d e d u c tio n s  a n d  e n d in g  b a lan ce . A n  e x p la n a tio n  
sh o u ld  be  g iv en  o f th e  basis o f d e te rm in in g  th e  reserve.
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Inventory
Where appropriate and practical, the inventory total should be broken 
down by stage of manufacture (supplies, raw materials, goods in process, 
finished goods), and the various forms of inventories should be further 
classified by location, divisions, branches, departments, or products. 
Merchandise shipped to others on consignment and pledged inventories 
should be segregated. The basis of valuation should be clearly explained 
and mention made of how “cost” and “market” were determined for 
valuation purposes. If the L i f o  basis is used, the year of its adoption 
should be indicated. Where material inventory valuation adjustments 
have been made in the period covered, the amount should be stated and 
the adjustments explained. The amount and character of slow-moving in­
ventory, if material, should be indicated.
Cash Surrender Value of Life Insurance
The names of the insured, insurer, and beneficiary, the face amount 
and the cash surrender value of each policy should be disclosed and a 
description given of any indebtedness secured by the assignment of any of 
the policies listed.
Investments
Investments should be itemized with an adequate description of the 
nature, cost, current market, and carrying value of each. Investments in 
affiliated companies and pledged securities should be clearly designated.
Fixed Assets
A detailed schedule should be given, showing with respect to each fixed 
asset or fixed asset group (land, buildings, machinery and equipment, etc.) 
and its related reserve for depreciation or depletion: (1) beginning
balance; (2) additions during the period; (3) reductions during the 
period; (4) closing balance. The basis of valuation (original cost less 
depreciation or depletion, or any other basis used) should be clearly in­
dicated. A brief outline of the method by which depreciation is computed 
and the rates of depreciation or depletion applied to each class of fixed 
assets is helpful in estimating the adequacy of allowances for depreciation 
and depletion. Fixed assets subject to liens or encumbrances of any kind 
should be so designated. If fixed assets have been independently ap­
praised, the date, appraised value and name of appraiser should be in­
dicated.
Other Assets
Charges or expenses shown as deferred or prepaid should be itemized in 
sufficient detail to identify their nature. Tax refund claims should be 
adequately described as to nature, status, and the year or years to which
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applicable. T he nature and valuation basis of intangible assets (patents, 
copyrights, franchises, etc.) should be given; amortization reserves or 
amounts written off should be set out separately with an indication given 
of the basis on which amortization charges are computed.
Current Liabilities
Liabilities should be segregated as to current and long-term status. 
Notes payable should be classified as to those due banks, trade, principals, 
affiliates, and others. For all notes of m aterial am ount the names of payees 
and the maturities should be given. Subordination and im portant re­
strictive terms of liabilities should be disclosed. T he names of endorsers 
or guarantors, if any, should be given, and the endorsed or guaranteed 
obligations identified. Secured liabilities should be appropriately desig­
nated and an adequate description given of the collateral.
Accounts payable to other than trade creditors should be segregated 
and, if im portant in amount, itemized and described. It is helpful to have 
a summary of trade accounts payable aged by date of origin and an in ­
dication of customary purchase terms. Accounts past due should be dis­
closed. Accruals such as interest, taxes, compensation bonuses, etc., should 
be set forth by class of item. Provisions for taxes should indicate the nature 
of the taxes involved. Acceptances under letters of credit should be 
segregated from trade acceptances. Term s of customers’ deposits payable 
should be indicated.
Other Liabilities
A description should be given of mortgage and other noncurrent in ­
debtedness, indicating the payee, security, interest rate, maturity, sinking 
fund requirements and m ajor covenants which must be observed to avoid 
an accelerated maturity, together w ith a statement relative to compliance 
with the debt provisions. W ith respect to long-term debt, both manage­
m ent and the bank must have adequate answers to these three questions; 
(1) How fast will it have to be provided for? (2) How definite is its de­
ferred maturity? (3) How will it rank in liquidation?
A definite statement should be made as to the existence or absence 
of contingent liabilities as of the balance sheet date. Examples are 
guarantees, endorsements, discounted receivables and pending litigation. 
If contingent liabilities exist, an adequate description should be given of 
the nature, origin, and estimated am ount of each. Commitments for the 
purchase of machinery and contracts for the construction of buildings or 
other facilities should be disclosed.
T he latest year through which the company’s Federal and state income 
tax returns have been examined and approved by the taxing authorities 
should be stated. Any additional tax assessments proposed should be 
reported, whether contested or not.
T he am ount of outstanding purchase commitments should be stated,
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if material, and any im portant difference between commitment price and 
market price should be disclosed. If practical, the am ount of unfilled 
orders on hand should be stated.
Reserves
Preferably, all reserve accounts on the balance sheet should be classified 
clearly as either (1) a deduction from an asset, or (2) a definite liability, 
or (3) a portion of surplus earmarked for a specific purpose. If new re­
serves appear, they should be identified clearly as to nature and purpose. 
A summary of all changes in the reserve accounts during the accounting 
period should be provided.
In  general the banker wants to know the facts that will perm it him 
to determine the applicability of specific reserves as offsets to asset 
valuations or the likelihood of funds being required to meet the purposes 
indicated by the reserves.
Owners' Equity
A. Capital. The various classes of capital stock should be stated as to type, par 
or stated value, dividend rights, and shares authorized, issued, outstanding 
and in treasury. Preferred stock should be described as to whether it is 
cumulative, convertible and callable. Conversion rights, sinking fund re­
quirements, call price, and any dividend arrearage should be indicated. For 
a proprietorship or a partnership, a summary should be given of all changes 
during the accounting period in the capital account of the proprietor or of 
each partner.
B. Retained Income (Earned Surplus) and Other Capital Items (Capital and 
Appreciation Surplus). All such accounts should be segregated clearly as to 
origin, and the changes in each during the accounting period should be fully 
reconciled.
Income Statement
Sources of income, and costs and expenses, should be presented clearly 
and in  adequate detail. Sales returns and allowances, costs of goods sold, 
in-freight, out-freight, depreciation, depletion, and amortization charges, 
officers’ salaries (and/or other compensation to officers or principals), bad 
debt charge-offs (or reserve provision), advertising, traveling, insurance, 
rental, auditing, and legal expenses, interest, taxes, discounts earned, and 
discounts allowed, are among those items which should be listed separately 
if material, and not shown net or combined with other income, costs or 
expenses. If it is practical, the income statement, and particularly sales 
and production cost figures, should be supplemented by unit figures and 
breakdowns by divisions, branches, departments or products.
General
A. Month-end Account Balances. A helpful supplementary schedule is a sum­
mary of the month-end balances of the following accounts throughout the
9
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fiscal year: (1) C ash; (2) T ra d e  acco u n ts  (a n d  no tes) rece iv ab le ; (3) In v e n ­
tories (w here  p ra c tic a b le ); (4) N o tes p ay ab le ; a n d  (5) T ra d e  acco u n ts  p ay ­
ab le ; to g e th e r  w ith  (6) C ash  a n d  charge  sales (by m o n th s). Such  a su m m ary  
en ab les  b o th  m a n a g e m e n t a n d  th e  b a n k e r  to  rev iew  th e  seasonal ex p an s io n  
a n d  c o n tra c tio n  in  c u rre n t  assets a n d  c u r re n t  l ia b ilitie s  th ro u g h o u t th e  course 
o f  an  o p e ra t in g  p e r io d  a n d  th u s  is o f v a lu e  to  b o th  in  e s tim a tin g  th e  p ro b a b le  
a m o u n t a n d  d u ra t io n  of seaso n al b o rro w in g  needs.
B. O t h e r  I t e m s  o f  I m p o r t a n c e .  W h e n  th e  fin an c ia l in fo rm a tio n  is p re se n te d  in  
a n  a u d it  r e p o rt ,  th e  re p o r t  sh o u ld  in c lu d e  a n  e x p la n a tio n  o f th e  m e th o d  a n d  
e x te n t  o f th e  c o n firm a tio n  o f rece ivab les; an  o p in io n  as to  th e  a d eq u acy  o f th e  
reserve, if any, fo r  d o u b tfu l  a cco u n ts  o r  fo r  b a d  d eb ts; a d e q u a te  d isc losu re  of 
th e  e x te n t  to  w h ich  th e  certified  p u b lic  a c c o u n ta n t te s ted  in v e n to ry  q u a n tit ie s  
a n d  p ric in g s; a n d  an  o p in io n  as to  th e  a d eq u acy  o f th e  p ro v isio n s fo r  taxes. 
T h e  sch ed u le  o f m o n th -e n d  acc o u n t ba lan ces, d e sc rib ed  in  th e  p re ce d in g  
p a ra g ra p h , m ay  b e  rev iew ed  a n d  su b m itte d  by  th e  certified  p u b lic  a c c o u n ta n t 
w ith o u t  a u d it .
A  d e sc rip tio n  ( in c lu d in g  co -in su ran ce  p ro v isio n s) sh o u ld  be  g iv en  in  su m ­
m ary  fo rm  o f in su ra n c e  p o lic ies in  fo rce  a t th e  b a la n ce  sh ee t d a te , w ith  
p ro p e rty  in su ra n c e  coverage lim its  (b ro k en  d o w n  by lo ca tions) se t o p p o site  
th e  b o o k  v a lu e  o f th e  specific assets so in su re d .
A  b r ie f  re fe re n ce  to  th e  co m p a n y ’s p e n s io n  p la n , if any, a n d  its basis sh o u ld  
be  p re sen te d .
D isc losu re  o f m a te r ia l  o r u n u su a l c o n tra c tu a l a g reem en ts  sh o u ld  b e  m ad e  
to g e th e r w ith  p e r t in e n t  d e ta ils  re g a rd in g  an y  “ lease-backs.”
C o n so lid a te d  s ta te m en ts  sh o u ld  be  su p p o r te d  by  a c o n s o l i d a t i n g  b a lan ce  
sheet, su rp lu s  s ta te m e n t a n d  in co m e sta te m en t, sh o w in g  a ll a cc o u n t d e ta ils  
w ith  re sp ec t to  each  im p o r ta n t  in d iv id u a l u n i t  in  th e  c o n so lid a ted  g ro u p .
D isc losu re  sh o u ld  be  m ad e  o f th e  d e ta ils  o f any  u n u su a l  o r  s ig n ifican t t ra n s ­
ac tio n s o c c u rr in g  ju st p r io r  to  o r  su b seq u e n t to  th e  b a la n ce  sh ee t d a te  th a t  
w o u ld  a lte r  o r  affect to  an y  m a te ria l  e x te n t  th e  n a tu re  o r  a m o u n t o f th e  
acc o u n t b a lan ces show n  o n  th a t  da te .
C. B u d g e t s .  B u d g e ts  h ave  a d e fin ite  v a lu e  to  th e  b u sin essm an  fo r p la n n in g  a n d  
co n tro l, a n d  are  o f te n  r e q u ire d  fo r b a n k  c red it p u rp o ses, p a r tic u la r ly  in  co n ­
n e c tio n  w ith  te rm  lo a n  ap p lic a tio n s .
I n f o r m a t i o n  o f  t h e  k i n d  d e s c r i b e d  i n  t h i s  p a m p h l e t  is  o f  g r e a t  a s s i s t a n c e  
i n  a r r a n g i n g  f o r  b a n k  c r e d i t  b e c a u s e  i t  h e l p s  t o  p r o v i d e  a  f u l l  u n d e r s t a n d ­
i n g  o f  t h e  f i n a n c i a l  a s p e c t s  o f  a  b u s i n e s s .  W h e n  s u c h  i n f o r m a t i o n  is  
i n c l u d e d  i n  a  r e p o r t  o f  a n  i n d e p e n d e n t  c e r t i f i e d  p u b l i c  a c c o u n t a n t ,  i t  is  
m o r e  a c c e p t a b l e  f r o m  t h e  b a n k e r ’s v i e w p o i n t  a n d  e x p e d i t e s  h i s  c o n s i d e r a ­
t i o n  o f  t h e  b u s i n e s s m a n ’s c r e d i t  r e q u i r e m e n t s .
A  c o m p r e h e n s i v e  a u d i t  r e p o r t  b y  a n  i n d e p e n d e n t  c e r t i f i e d  p u b l i c  
a c c o u n t a n t  is  t h e  a c c e p t e d  f o r m  o f  p r e s e n t i n g  f i n a n c i a l  i n f o r m a t i o n  f o r  
b a n k  c r e d i t  p u r p o s e s  a n d  is  a  v a l u a b l e  a i d  t o  s o u n d  b u s i n e s s  m a n a g e m e n t .
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N ote: This Appendix contains "comments" sections of two 
illustrative reports, in entirely different styles. Neither is 
intended to conform exactly to the m aterial in Chapters 18 
or 19. Editor
1
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The following is a good illustration of the "comments" sec­
tion of a long-form report. The basic and supplemental finan­
cial statements listed in the report index are not included, 
because there are illustrations of sim ilar statements in 
Chapter 18.
This report illustrates the nature of the schedules, analyses, 
explanations and comments on operations and financial posi­
tion that are considered to be useful in a general-purpose 
report on a manufacturing company. Editor
MONDAY APPLIANCE COMPANY
A U D ITO R S’ R E PO R T
December 31, 1952
B a r n h a r t , H o l t  & C o m p a n y  
Certified Public Accountants 
Philadelphia, Pennsylvania
2
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BARNHART, H O L T  & COMPANY
Certified Public Accountants 
702 Easton Street 
Philadelphia 6, Pennsylvania
March 1, 1953
Board of Directors 
Monday Appliance Company 
2210 North Tenth Street 
Wilson, New Jersey
Gentlemen:
We have examined the balance sheet of MONDAY APPLIANCE COMPANY 
(a Delaware corporation) as of December 31, 1952, and the related statements of 
income and retained earnings for the year then ended. With the exception that 
we did not communicate with the various agencies of the United States Govern­
ment for the purpose of verifying the amounts shown as being due from them, as 
to which we satisfied ourselves by other means, our examination was made in 
accordance with generally accepted auditing standards, and accordingly included 
such tests of the accounting records and such other auditing procedures as we 
considered necessary in the circumstances.
In our opinion, the accompanying balance sheet and statements of income 
and retained earnings present fairly the financial position of Monday Applicance 
Company at December 31, 1952, and the results of its operations for the year 
then ended, in conformity with generally accepted accounting principles applied 
on a basis consistent with that of the preceding year.
OPERATING AND FINANCIAL HIGHLIGHTS
(a two-year comparison)
Net sales in 1952 declined  $4,496,097 from the 1951 
total, a decrease of 28.62%
Cost of goods sold also decreased, but at the lesser 
rate of of 24.66%
Gross profit decreased $1,289,955 from the previous 
year, with the gross profit margin decreasing from 
17.24% in 1951 to 12.65% in  1952 
Other operating expenses during 1952 decreased 
$233,175 (17.24%)
Interest and other charges against income (net of 
credits) increased $66,434 in 1952 
Net income (before income taxes), expressed as a 
percentage of net sales, was 1.91% in 1952 as 
compared to 8.51% in 1951 
Provision for taxes on income absorbed 49.36% of 
net income in 1951, as compared to 15.54% in 
1952 due to an estimated refund for 1952 of 
1951 excess profits tax in the amount of $98,280 
(because of “carry back” of excess profits credit)
1952
$11,211,834
9,794,100
1,417,734
1,119,379
84,458
213,897
33.240
1951
$15,707,931
13,000,241
2,707,689
1,352,554
18,024
1,337,111
660,000
4
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N e t in co m e  a f te r  taxes o n  in co m e, e x c lu d in g  1952 
spec ia l item , ex p ressed  as a p e rce n ta g e  o f n e t 
sales, w as 1.61%  in  1952 a n d  4 .31%  in  1951 
Specia l ite m  in  1952 a ris in g  fro m  c a n c e lla tio n  o f 
excess p ro v is io n  fo r p r io r  years’ F e d e ra l taxes 
o n  in co m e was
D iv id e n d  d e c la ra tio n s  ag g reg a ted  $.25 a sh a re  in  
1952 a n d  $1.00 a sh a re  in  1951 
E arn in g s  re ta in e d  in  th e  business w ere  
W o rk in g  c a p ita l d ecreased  $192,730 d u r in g  th e  
y ear
C o m m o n  stock o u ts ta n d in g  a t  D e ce m b er 31, 1951 
a n d  1952, was 342,060 shares
E a rn in g s  a sh a re  ( in c lu d in g  spec ia l item )
N e t assets a sh a re
5
1952 1951
180,657 677,111
28,948
85,515
124,090
297,917
379,194
904,495 1,097,225
$ .61 
4.60
$1.98
4.24
T h e  c o m p a n y ’s sales d o lla r  was sp e n t in  each  o f th e  tw o years as follow s:
Y ear e n d e d  
D ecem b er 31,
M a te ria ls  a n d  su p p lies  
Sa laries a n d  w ages 
O th e r  m a n u fa c tu r in g , se llin g  a n d  
a d m in is tra tiv e  ex penses 
A p p lie d  to  d e p re c ia tio n  o f  p la n t  a n d  
e q u ip m e n t
S u b to ta l
T ax es , in c lu d in g  taxes o n  incom e 
D iv id en d s  p a id  to  ow ners 
R e in v e s te d  in  th e  business
T o ta l
1952 1951
$ .613 $ .632
.228 .166
.115 .103
.006 .003
.962 .904
.019 .053
.008 .019
.011 .024
$1 .000 $1 .000
R E V IE W  O F  O P E R A T IO N S
W h ile  th e  sales v o lu m e  was th e  second  h ig h est in  th e  co m p a n y ’s h isto ry , n e t 
sales d u r in g  th e  c u r re n t  y ear w ere  n ev erth e less  s lig h tly  less th a n  th ree -fo u rth s  
o f 1951 n e t  sales.
A  co m p ariso n  o f th e  c o m p a n y ’s n e t  sales, d iv id e d  b e tw een  a p p lia n ce s  a n d  
spec ia l g o v e rn m e n t co n trac ts , is as follow s:
1952 1951
R e g u la r  l in e  a p p lia n c e  sales 
S pecia l c o n tra c t sales
T o ta l
7,053,627
4,158,207
$15,134,066
573,865
$11,211,834 $15,707,931
N e t in co m e  (b e fo re  tax es o n  in co m e) in  1952 a m o u n te d  to  $213,897, w h ich  
was a p p ro x im a te ly  o n e -six th  o f th e  a m o u n t re a liz e d  in  1951. E x p ressed  as a 
p e rce n ta g e  o f n e t sales, n e t incom e (b e fo re  taxes o n  incom e) was 1.91% in  1952 
a n d  8.51%  in  1951.
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Net income after taxes, including the special item in 1952, was 1.87% of net 
sales for the current year as compared to 4.31% in 1951.
A summary review of operations for the two years is given in another form in 
the following tabulation:
Year ended December 31,
1952 1951
Amount Per cent to Amount Per cent to
(000 omitted) net sales (000 omitted) net sales
Net sales $11,212 100.00% $15,708 100.00%
Cost of goods sold 9,794 87.35 13,000 82.76
Gross profit 1,418 12.65 2,708 17.24
Selling, advertising
and administrative
expenses 1,119 9.99 1,353 8.61
Operating profit 299 2.66 1,355 8.63
Other deductions—net 85 .75 18 .12
Net income (before
taxes on income) 214 1.91 1,337 8.51
Federal taxes on income 33 .30 660 4.20
Net income 181 1.61 677 4.31
Special item 29 .26
Net income and
Special item $ 210 1.87% $ 677 4.31%
Manufacturing expenses decreased $421,093 and were 13.04% of net sales in 
1952 as compared to 11.99% in 1951. The details of the manufacturing expenses 
for the year under review are included in a supplemental statement.
Total selling, advertising and administrative expenses in 1952 decreased 
$233,175— from the 1951 total; they amounted to 9.98% of net sales in 1952 as 
compared to 8.61% in 1951. A comparison of selling, advertising and administra­
tive expenses for the two years follows:
Year ended December 31, Increase
1952 1951 Decrease*
SELLING EXPENSES
Drayage and hauling $ 14,217 $ $ 14,217
Insurance 13,824 535 13,289
Rent 4,205 - 4,205
Salaries and commissions 78,476 63,297 15,179
Sales meeting expense 10,907 7,824 3,083
Service expenses 53,510 16,019 37,491
Stationery and supplies 5,203 11,022 5,819*
Taxes —social security 2,219 1,412 807
Telephone and telegraph  6,022 5,188 834
Traveling and entertainment 30,242 24,903 5,339
Warehousing 17,403 - 17,403
Unclassified 2,103 967 1,136
Total $ 238,331 $ 131,167 $107,164
% to net sales 2.12% .83%
6
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Year ended December 31, Increase
1952 1951 Decrease*
ADVERTISING EXPENSES
Billboard $ 1,002 $ 1,509 $ 507*
Catalogs and circulars 48,825 70,716 21,891*
Conventions and exhibits 10,281 16,499 6,218*
Newspapers and magazines 161,826 198,514 26,688*
Radio and television time 213,142 446,322 243,180*
Salaries 28,401 23,202 5,199
Unclassified 32,708 51,487 18,779*
Total $ 496,185 $ 808,249 $312,064*
% to net sales 4.43% 5.15%
ADMINISTRATIVE EXPENSES
Clerical salaries $ 71,872 $ 56,176 $ 15,696
Depreciation of office equipment 4,116 4,376 260*
Directors’ fees 2,800 3,325 525*
Dues, subscriptions and contributions 12,756 13,476 720*
Employees’ pension trust - 17,014 17,014*
Officers’ bonus 71,925 71,925*
Officers’ salaries 55,761 49,222 6,539
Postage 3,678 2,727 951
Premiums on officers’ life insurance 35,624 39,104 3,480*
Professional services 55,480 51,202 4,278
Provision for doubtful accounts 2,730 910 1,820
Stationery and supplies 21,909 22,194 285*
Taxes
Social security 2,893 2,165 728
Franchise and other 74,325 34,995 39,330
Telephone and telegraph 9,442 7,909 1,533
Transfer agents’ and registrars’ fees 5,334 9,719 4,385*
Traveling 21,925 24,016 2,091*
Unclassified 4,218 2,683 1,535
Total $ 384,863 $ 413,138 $ 28,275*
% to net sales 3.43% 2.63%
Total selling, advertising and
administrative expenses $1,119,379 $1,352,554 $233,175*
% to net sales 9.98% 8.61%
The drayage and hauling expense and warehouse expense for 1952 resulted 
from the substantial increase in government contracts.
On November 28. 1952 the Board of Directors authorized the termination of 
the employees’ pension plan which had been in effect since December 29, 1944, 
under which the company had made annual contributions to a trust for the 
purchase of retirement life income insurance or annuity contracts for its em­
ployees. As a result of the termination of this pension plan, the company made 
no contributions to the trust during the year ended December 31, 1952. No 
bonus was paid to officers in 1952. Except for these two items, administrative 
expenses increased approximately $60,000 in 1952 as compared with 1951. 
Principal increases were in salaries and taxes.
7
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T h e  re la tiv e ly  su b s ta n tia l  in crease  in  “ in te re s t  a n d  o th e r  in co m e charges (n e t)” 
is a ttr ib u ta b le  la rg e ly  to  in te re s t  charges o n  th e  R e g u la t io n  V -L oan  (see p age  
9) o b ta in e d  to  fin an ce  w o rk  o n  g o v e rn m e n t co n trac ts .
R E V IE W  O F  F IN A N C IA L  P O S IT IO N
W o rk in g  c a p ita l  d ecreased  fro m  $1,097,225 a t D ecem b er 31, 1951 to  $904,495 
a t th e  e n d  o f th e  c u r re n t  year. T h e  co m p o s itio n  o f th e  w o rk in g  c a p ita l  a n d  
th e  changes d u r in g  th e  c u r re n t  y ear a re  su m m arized  in  su p p le m e n ta l s ta tem en ts . 
T h e  ra tio  o f c u r re n t  assets to  c u rre n t  l ia b ilitie s  was 1.19 to  1 a t D ecem b er 31, 
1952 as c o m p a red  to  1.27 to  1 a t D ecem b er 31, 1951.
T r a d e  acco u n ts  re ce iv ab le  a t  D ecem b er 31, 1952, a m o u n tin g  to  $329,188, w ere  
aged  as follow s: L ess th a n  30 days $278,904
30 to  60 days 41,267
60 to  90 days 4,936
90 to  120 days 2,219
O v er 120 days 1,862
T o ta l  $329,188
T r a d e  rece iv ab les  w ere  e q u iv a le n t to  a b o u t  12 days o f th e  last q u a r te r  sales 
in  1952, as c o m p a red  to  a p p ro x im a te ly  13 days in  1951. T h e  a llo w an ce  fo r 
d o u b tfu l  a cco u n ts  of $5,725, a lth o u g h  sm all c o m p a red  to  th e  to ta l rece ivab les , is 
b e liev ed  to  be  a d e q u a te  in  view  o f th e  c o m p o s itio n  a n d  co lle c tib ility  o f th e  
accoun ts . A ll k n o w n  u n c o lle c tib le  acco u n ts  h av e  b e e n  w rit te n  off o r  p ro v id e d  
fo r o n  th e  books.
T o ta l  in v en to r ie s  a t  th e  y ear-en d  show ed  co m p ara tiv e ly  lit t le  ch an g e  fro m  
th e  1951 a m o u n t, d ec reas in g  o n ly  $249,056. H o w ev er, a p p lia n c e  in v en to r ie s  
d ecreased  $2,079,412 w h ile  costs e x p e n d e d  o n  g o v e rn m e n t c o n trac ts  in  process, 
less p rogress p ay m en ts , in c re ased  $1,830,356. T h e  in v e n to r ie s  are  c o m p a red  in
th e  fo llo w in g  sch ed u le : D ecem b er 31, In c rea se
1952 1951 decrease*
In v e n to r ie s  — a p p lia n ce s
R aw  m ate ria ls , p a r ts  a n d  su p p lie s  
W o rk  in  process 
F in ish e d  goods
$ 552,973 
181,463 
410,434
$1,540,671
613,942
1,069,669
$ 987,698* 
432,479* 
659,235*
C ost e x p e n d e d  o n  g o v e rn m e n t 
co n tra c ts  in  process, less 
p rogress p ay m en ts
$1,144,870
2,487,501
$3,224,282
657,145
$2,079,412*
1,830,356
T o ta l $3,632,371 $3,881,427 $ 249,056*
T h e  p re p a id  ex p en ses a t  D e ce m b er 31, 1952 a n d  1951 consis ted  o f th e  fo l­
lo w ing : D ecem b er 31, In c rea se
1952 1951 decrease*
P re p a id  taxes
P re p a id  in su ra n c e  a n d  in su ra n c e  d ep o sits
A d v an ce  ro y a lties
P re p a id  re n t  a n d  o th e r  dep o sits
$ 46,108 
37,745 
15,000 
4,361
$ 77,343 
23,200 
15,000 
21,902
$31,235*
14,545
17,541*
T o ta l $103,214 $137,445 $34,231*
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Insurance coverage is carried by the company in the names of Monday Appli­
ance Company and/or Monday Sales Corporation (its unconsolidated sub­
sidiary) as their interests may appear and is summarized in a supplemental 
statement.
The changes in the property accounts during the year are shown in a supple­
mental statement. Gross additions and transfers in all classifications amounted 
to $494,798. The purchase of unimproved real estate in Elizabeth, New Jersey, 
and of land and building at 1722 Jefferson Avenue, Wilson, New Jersey, were 
the major acquisitions by the company during the current year.
At December 31, 1952, the company was lessee of five properties on long-term 
leases. The aggregate of the annual rents thereunder is approximately 
$32,000. Three of the leases with rents totalling $25,000 expire on March 31, 
1957; the other two expire in 1961 and 1962.
The long-term debt consists of first and second trust deed notes payable which 
are secured by real estate. They are due in monthly installments as follows;
Interest Monthly payment Principal balance
rate including interest Due date December 31, 1952
5¼ % $ 575 June 1, 1960 $ 44,113
4¼ % 1,065 September 1, 1959 78,290
5½ % 300 Until paid 14,921
$137,324
Less current maturities 17,314
Total $120,010
The Regulation V-Loan bears interest at 4½ % per annum and may be for 
varying amounts up to $4,000,000. This loan is secured by the assignment of 
government contracts covering both accounts receivable and work in process 
inventories. Among other provisions, the company is required to maintain 
working capital of $900,000 and is restricted as to payments of dividends and 
purchases of fixed assets so long as the loan is outstanding.
A provision of $194,624 has been made in the financial statements for an 
estimated liability on a government contract which is subject to price redeter­
mination (after tax effect thereon). This provision appears to be adequate at 
December 31, 1952.
During the current year, the company made sales under certain contracts with 
the United States Government which are subject to the Renegotiation Act of 
1952. Such sales amounted to approximately $4,000,000. At present no actual 
renegotiation proceedings have been instituted and, in the opinion of the 
management, no provision for renegotiation is required. The Renegotiation 
Board has cleared the company for the year ended December 31, 1951 without 
refund.
Federal income tax returns filed by the company for all years to and including 
1950 have been examined by the Bureau of Internal Revenue and all deter­
mined liabilities for those years have been paid. The unpaid portion of Federal 
taxes on income for the year ended December 31, 1951, the time for payment 
having been extended by the filing of a statement with the Treasury Department, 
amounted to $353,310. This liability is subject to an estimated refund of $98,280 
due to the allowable “carry-back” of the company’s 1952 unused excess profits
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c red it. I t  is e s tim a te d  th a t  th e  acc ru a l o f $103,800 fo r F e d e ra l incom e ta x  w ill 
b e  sufficient to  cover th e  c u r re n t  y e a r’s n o rm a l tax  a n d  su rtax .
General Comments
O n  N o v e m b er 28, 1952, th e  B o ard  of D irec to rs  a p p ro v e d  th e  issuance  of 
40,000 shares o f co m m o n  stock of th e  c o m p an y  to  be  offered to  su p erv iso ry  
em ployees u n d e r  a stock o p tio n  p lan . T h e  em ployees w ill be  se lected  by a com ­
m itte e  o f th e  B o a rd  of D irec to rs . E ach  a llo ca tio n  m u st be  a p p ro v e d  by a two- 
th ird s  m a jo r ity  o f th e  B o a rd  of D irec to rs . T h e  o ffering  p rice  o f th e  stock m u st 
be  n o t  less th a n  th e  fa ir  m a rk e t v a lu e  a t th e  d a te  o f th e  o p tio n . T h e  stock 
o p tio n  p la n  as a p p ro v e d  by th e  B o a rd  o f D irec to rs  is su b je c t to  ra tif ic a tio n  by 
th e  s to ck h o ld ers  a t th e  a n n u a l  m e e tin g  in  M ay 1953.
T h e  c o m p an y  ow ns 100% of th e  issued a n d  o u ts ta n d in g  c a p ita l stock of 
M o n d ay  Sales C o rp o ra tio n  (M o n d ay  R esearch , Inc .) a n d  th e  fin an c ia l p o s itio n  
a n d  o p e ra t in g  re su lts  o f th is w holly -ow ned  su b sid ia ry  are  covered  in  a se p a ra te  
A u d ito rs ’ R e p o rt.  A se p a ra te  co n so lid a ted  re p o r t  is also b e in g  p re se n te d  fo r 
M o n d a y  A p p l i a n c e  C o m p an y  a n d  M o n d ay  Sales C o rp o ra tio n . As a t D ecem b er 
31, 1952 th e  e q u ity  acc ru in g  to  M o n d ay  A p p lian c e  C o m p an y  in th e  n e t assets 
o f th e  su b s id ia ry  o ver its in v es tm e n t in  th e  c ap ita l stock was $864,718, as com ­
p a re d  w ith  $799,546 a t th e  e n d  of 1951.
T h e  n am e  o f M o n d ay  Sales C o rp o ra tio n  was ch an g ed  to  M o n d ay  R esearch , 
In c . o n  J a n u a ry  1, 1953. All co n tracts, p ro p e rty  an d  e q u ip m e n t o f th e  co m p an y  
re la tin g  to  g o v e rn m e n t p ro d u c tio n  are  b e in g  tra n s fe rre d  to  M o n d ay  R esearch , 
In c . a t b o o k  values, a n d  th e  V -L oan  a n d  a ll re la te d  lia b ilitie s  w ill be  assum ed 
b y  M o n d ay  R esearch , Inc . T h e  tran sfers  a re  su b jec t to  a p p ro v a l by  th e  a p p ro ­
p r ia te  g o v e rn m e n t agencies an d  b a n k in g  in s titu tio n s . T h e re  w ill b e  n o  ch ange  
in  th e  c ap ita l s tru c tu re  o r stock o w n e rsh ip  of e ith e r  co m p an y  in  c o n n ec tio n  w ith  
th e  p ro p o se d  tran sfe r .
C o n so lid a te d  e a rn in g s  fo r th e  c u r re n t  y ear w ere  $.80 a share  as c o m p a red  w ith  
$3.37 in  1951.
R esp ectfu lly ,
B A R N H A R T , H O L T  & C O M P A N Y  
(S ig n e d  M a n u a l l y )
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BLANKVILLE FARM IMPLEMENT CO., INC.
(The fo llow ing long-form  report of the Bla n kv ille  Fa rm Im plem ent Co., Inc. is rep ro­
duced in fu ll except for the four pages of exh ib its , w hich a re  om itted because  
ex a m p les of s im ila r statem ents a re  g iven  in Chapter 18. This report is presented as  
an illustration  of one firm's report sty le , for com parison w ith the preceding report. 
It differs co nsiderab ly  from  the form  suggested in the Sty le  M anual (Appendix A to 
Chap ter 8), e sp ec ia lly  in the use of underlin ing and punctuation.
The "N otes R ela tiv e  to Long-Form Report" which precede, but a re  not part of, the  
report w ere  p repared  by the w rite r  of that report. They a re  helpful in exp la in in g  
that w riter's  th inking a s to vario us difficult m atters of p resentation . Editor)
Notes Relative to Long-Form Report
T he following report on the Blankville Farm Equipm ent Co., Inc. is of 
the type intended for the use of credit grantors. It is the kind of long- 
form report for which standards can be developed most satisfactorily.
In  addition to some of the reasons for the arrangement of this sample 
report, and the inform ation which is included in it, mention is made of 
some of the alternate methods of presentation.
Address
T he report is addressed to the board of directors of the client company. 
If the audit had been made for the stockholders, the report would have 
been addressed to them. Some accountants address an individual such as 
the president of the corporation.
Opening Paragraph
T he object here is to identify the entity audited, the period covered, 
the composition of the report and the prim ary purpose for which the 
report was prepared. This has been done as briefly as possible. It is 
valuable inform ation to the reader. There is wide variation in practice 
concerning this portion of the report.
Scope of Examination
T here is no uniform ity of practice with reference to this part of the 
report. Some of the points of difference are its location, the am ount of 
detail included, and whether all the inform ation regarding auditing pro­
cedures employed should be concentrated in one section or some of it 
scattered among the explanatory and informative general comments. In 
this report it has been included immediately after the opening paragraph, 
since it is believed desirable to acquaint the reader with the scope of the 
audit before he reads the body of the report.
A concise but reasonably comprehensive description of the work done 
is given in addition to the standardized inform ation as to scope. This 
permits a reference to be made of the part played by the internal control
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in deciding the extent of detail checking done. Some accountants feel 
that to give anything more than the standard scope is undignified and 
unprofessional. Most bankers want more inform ation on work done. 
Since this report represents the type intended for the use of bankers, the 
inform ation they desire has been included in this sample report.
All of the inform ation concerning auditing procedures employed is 
included in this section. None of it is mingled with the factual informa­
tion in the general comments. It was formerly almost universal practice 
to scatter much of the detailed inform ation on work done among ex­
planations of different items of the statements in the general comments. 
Many accountants still do this.
Opinion
T he standard opinion paragraph is used. Since there are no excep­
tions, an unqualified opinion is given.
Statements*
T he conventional forms of balance sheet and income statement are 
used, with the exception that the latter is shown in comparison with the 
preceding year. No statement of surplus is given, since the only change in 
the surplus account during the year was the addition of the net income. 
This is shown on the balance sheet.
A schedule showing changes in fixed assets and related accumulated 
depreciation supports the balance sheet. T he detail of selling and ad­
ministrative expenses is shown in a schedule of the income statement. 
Some practitioners prefer not to use schedules for these statements, par­
ticularly for the income statement. This often causes these statements 
to cover two or more pages.
Explanatory Comments
Explanatory comments are introduced by a brief paragraph which 
states their purpose and indicates how the reader can tell whether the 
auditor takes responsibility for the inform ation they contain.
T he inform ation requested in the report of the committee of Robert 
Morris Associates ** is given in these comments wherever it is applicable 
and appropriate. In  addition, a section is included entitled History and 
Organization.
Only live, pertinent inform ation useful to the credit grantor is in­
cluded. If an item in the statements is self-explanatory or if sufficient 
inform ation is furnished by means of a schedule, nothing is said about it 
in the comments. No inform ation concerning the scope of examination is 
mingled with these factual comments.
* These have been omitted in reproducing the report.
** See Appendix A.
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Appendixes
Some kinds of supplementary inform ation can be shown better in 
statement form than in narrative form. Therefore, they are included in 
appendixes rather than in the comments. Examples of this are com­
parisons of operations for a num ber of years, both in dollars and in per­
centages to respective net sales. Various kinds of statistics, especially 
those which cover a num ber of years, can be shown best in this way. 
Comparative balance sheets and application of funds statements also 
may be shown as appendixes. A representative group of appendixes is 
included in this sample report.
Many accountants do not make use of appendixes. An increasing num ­
ber, however, are beginning to find them useful for presenting certain 
kinds of supplementary information.
BLANKVILLE FARM IMPLEMEnT CO., INC, 
BLANKVILLE, IOWA 
JUNE 30, 1951
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CERTIFIED PUBLIC ACCOUNTANTS
101 W e s to n  S t.
D u b u q u e , I o w a
July 15, 1951
Board of Directors
Blankville Farm Implement Co., Inc.
Blankville, Iowa.
Gentlemen:
We have examined the financial records of BLANKVILLE FARM I M P LEMENT CO., INC., 
an Iowa corporation, Blankville, Iowa, for the fiscal year ended June 30, 1951, and 
now submit as our report the exhibits, schedules, comments and appendixes listed in 
the preceding index. This report has been prepared for the primary purpose of fur­
nishing financial information suitable for the use of credit grantors.
SCOPE OF EXAMINATION
Our examination was made in accordance with generally accepted auditing 
standards, and accordingly included such tests of the accounting records and such 
other auditing procedures as we considered necessary in the circumstances to enable 
us to render an independent accountant's opinion on the fairness of the represen­
tations in the statements showing the financial position of the Company at June 30, 
1951, and its operating results for the year then ended. The extent of certain pro­
cedures employed, including sampling of transactions, was based principally on our 
review of the system of internal control and the efficiency of its functioning. 
Auditing procedures employed included those set out in the following paragraphs.
Cash on hand was counted and the bank balance was confirmed by direct 
communication with the depository. Customers' accounts receivable were reviewed 
and requests were sent to customers whose balances comprised over ninety per cent 
of the total to advise us of any differences. All discrepancies reported were sat­
isfactorily reconciled. We examined the inventories, made extensive checks of 
physical quantities, compared the physical inventory of machinery with the perpet­
ual records maintained by the Company, tested prices and extensions and footed all 
pages. Prepaid expenses were computed by us. We inspected the stock certificates 
evidencing the investment in affiliates. All major additions to fixed assets were 
vouched and found to be properly classified.
All notes payable were confirmed by communicating directly with the holders. 
Accounts payable were reviewed and requests for confirmation were sent to a repre­
sentative group of accounts selected by us. The replies were in agreement with the
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records or were satisfactorily reconciled. All other current liabilities were com­
puted by us or were otherwise satisfactorily verified. Capital stock outstanding 
was substantiated b y  examination of the stock certificate records. The minute book 
of the Company was examined, and action taken therein was found to be properly en­
tered in the financial records.
An officer of the Company certified to us that all liabilities of the Com­
pany were recorded on the books at June 30, 1951, and that there were no contingent 
liabilities. Our examination revealed no contingent liabilities other than normal 
purchase commitments. The federal income tax returns have been examined to and in­
cluding June 30, 1947 , and the returns were accepted as filed.
We made sufficient tests of operating accounts to satisfy us that ac­
cepted accounting practices had been followed and that the transactions had been 
properly and consistently classified.
ACCOUNTANT'S OPINION
In our opinion, the accompanying balance sheet and related income state­
ment fairly present the financial position of BLANKVILLE FARM IMPLEMENT CO., INC., 
Blankville, Iowa, at June 30, 1951, and the results of its operations for the year 
then ended, in conformity with generally accepted accounting principles applied on 
a basis consistent with that of the preceding year.
Certified Public Accountants
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EXPLANATORY COMMENTS
These comments supplement and explain the preceding financial statements. 
Except as otherwise noted, the information they contain was audited.
HISTORY AND ORGANIZATION
The Company was incorporated under the laws of the State of Iowa on Janu­
ary 2 9 , 1946, for a period of fifty years. It is an outgrowth of a partnership 
consisting of R. H. Martin and J. A. Ellis organized in 1939. It succeeded, as of Feb­
ruary 1, 1946, to the business formerly operated by the partnership. At the time 
of incorporation capital stock in the amount of $50,000.00 was issued in exchange 
for distributors' contracts, which contracts were held by the predecessor partner­
ship. During the year ended June 30, 1950, by action of the Board of Directors 
the distributors' contracts of $50,000.00 were written off to earned surplus. The 
remaining capital stock in the amount of $5,000.00 was issued for cash.
The Company operates as a wholesale distributor of farm machinery and had 
the exclusive distributorship in thirty western counties of Iowa, the entire State 
of Nebraska, nine counties of Colorado and six counties of Wyoming for several 
nationally known lines of farm machinery. The total number of dealers served by 
the Company is in excess of 65O active accounts.
The officers of the Company at June 30, 1951, were as follows:
R. H. Martin 
M. I. Carlson 
A. J. Wilson
President
Vice-President
Secretary-Treasurer
The officers are also the directors of the Corporation and they or their 
immediate families own all of the outstanding capital stock.
The Company is affiliated with Blankville Farm Machinery Company, Inc., 
Jones City, Illinois, through common stockholders.
b a l a n c e  SHEET
CURRENT ASSETS:
Cash on Hand and in Bank: The table below Indicates the cash distri­
bution art June 30, 1951:
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Cash in Checking Account - First National 
Bank, Blankville, Iowa 
Cash on Hand, Petty Cash Fund
Total Cash on Hand and In Bank
$ 3,608.35 
60.00 
$ 3,668.35
Accounts Receivable - Customers; The following comparative aging of ac­
counts receivable from customers was prepared by an employee of the Company and 
checked by us:
BILLING
DATE
0 ,
June
May
April
Prior
Totals
1 9 5 1
$ 63,188.43
4 ,379. 55
8,456.51 
5,969.80 
$ 81,994.29
1 9 5 0
$34,972.23 
14,006.52 
4,395.72 
 16,037.77 
$ 69,412.24
1 9 4 9
$ 10,928.53 
8,452.88 
7,769.01 
7,031.35 
$ 34 ,181.77
1 9 4 8
$92,503.19
1,985.32
1,290.60
1,371.74
$97,150.85
The large portion of accounts receivable billed prior to April 1 results 
primarily from the fact that the Company has extended seasonal datings to certain 
customers on sizable shipments of merchandise.
Terms of sale at June 30, 1951, were as follows:
Machinery and Supplies:
cash discount for payment on approximately the 10th of the 
following month.
2% cash discount for non-interest bearing trade acceptance due 
May 1, on shipments made November 1 to April 30, except Blank 
Hoes and Balers, which mature June 1 . Due November 1 on ship­
ments made May 1 to October 31. 
Parts:
 2% or by tenth of following month. Net due in 30 days.
Trade Acceptances - Customers: 
trade acceptances according to due date:
Following is an aging of the customers’
DATE DUE
July, 1951 
August, 1951 
September, 1951 
October, 1951 
November, 1951 
Total
AMOUNT
$ 18,962.31 
3,286.15 
4,261.98 
1,692.18 
49,192.87 
$  77,395.49
J U N E
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Allowance for Doubtful Accounts; Changes in the allowance for doubtful 
accounts during the fiscal period under review were as follows:
Balance - June 30, 1950
Add: Provision Charged to Expense for 
the Year Ended June 30, 1951 
(On basis of 35/100 of 1% of 
Charge Sales)
Subtotal
Less: Accounts Written Off During the
Year Ended June 30, 1951 
Balance - June 30, 1951
$ 1,388.24
  2,524.83  
$ 3 , 9 1 3 . 0 7
7 5 9 . 5 2
$ 3 , 1 5 3 . 5 5
Based on the aging of accounts receivable and upon the Company's credit 
experience, we believe that the allowance for uncollectible accounts is sufficient 
to cover probable losses from accounts receivable on the books at June 30, 1951.
Other Notes and Accounts Receivable: The combined balance in the amount
of $1,767.50 is due the Company from the following sources;
Notes Receivable - Employees:
James Daily $ 6 5 0 . 0 0
John Mason - Salesman 5 0 0 . 0 0
Advance to Truck Driver $ 5 0 . 0 0
Freight Claim 2 6 . 9 6
Employees 68.41
Central Equipment Co. 2 8 0 . 2 8
Smith-McClusky Building Co. 3 5 . 5 2
Other Miscellaneous Accounts 1 5 6 . 3 3
Total
$ 1 , 1 5 0 . 0 0
6 1 7 . 5 0
1 , 7 6 7 . 5 0
Inventories: Our investigation revealed that the inventories of the Com­
pany are valued at cost or market, whichever is lower, that they consist of salable 
merchandise and that adequate adjustments have been made for obsolescence. In this 
connection, it should be noted that 45 Great American cornpickers have been valued 
in the inventory at $100.00 each. These had an original cost of $601.00. The 
valuation appears to be conservative.
INVESTMENTS:
The amount invested in the Smith-McClusky Building Co. represents 503 
shares, par value $100.00, which is 67.07% of the outstanding stock of that 
corporation. The Blankville Farm Implement Co., Inc. leases its premises from 
that company. At August 31, 1950, the book value of the Smith-McClusky Building 
Co. stock was slightly in excess of the par value.
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Investments also include 300 shares, par value $100.00, of the capital 
stock of the McClusky Equipment Co. These represent 40% of the outstanding stock 
of that company, which was still in the process of liquidation at June 30, 1951. 
The officials of both companies have estimated that there will be a loss of 
approximately 72% on the final liquidation. During the year under review, the 
parent company received $4 ,000 .00 as a partial payment in liquidation. A  pro­
vision for loss on liquidation has been made.
CURR ENT LIABILITIES:
Notes Payable - Short Term:
Trade Acceptance Payable;
Short-term notes payable and trade acceptances payable consisted of the
following:
PAYEE DATE TERM RATE AMOUNT
First National Bank of
Blankville, Iowa 
First National Bank of
5-31-51 45 days 4 1/2% $ 2 0,000.00
Blankville, Iowa 
First National Bank of
6-15-51 90 days 4 1 /2 2 0,000.00
Blankville, Iowa 6-22-51 120 days 4 1/2 40,0 0 0 .00
Total Notes
Payable - Unsecured $  80,000.00
Williams Manufacturing Co.,
Statesville, N.C. 
(Trade Acceptance 
Payable) 6 m o s .    $ 4 ,740 .0 0
Accounts Payable - Trade; Trade accounts payable were composed of 
of the following:
Central Steel Body C o ., 
Hilltown, Ohio 
General Wheel Products, 
Libertyville, Indiana 
Northwestern Wheel Co., 
Rock City, Iowa 
Rapid Flow Company, 
North Bend, Ohio 
Sundry
Total
$ 20,029.20
3, 982.57
3, 510.18
2, 925.86 
229.50 
$ 30, 677.31
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There were ho past-due items. 
consistently taken.
We found that purchase discounts were being
LONG-TERM INDEBTEDNESS:
Notes Payable to Officers: Notes in the. amount of $45,000.00 were issued
at the time of the organization of the Company in payment of the book value of the 
net assets purchased from the predecessor partnership. Information relative to the 
notes is shown in the following schedule:
DUE DENOMI­
NATIONDATE NAME RATE DATE NUMBER AMOUNT
2 -5-46 R. H. Martin 5% 9-1-56 9 $ 3 ,000.00 $ 27,000.00
2-5-46 M. I. Carlson 5 9-1-56 9 1 ,000.00 9 ,000.00
2-5-46
Total
A. J. Wilson 5 9-1-56 9 1 ,000.00 9 ,000.00  
$ 4 5,000.00
The Company had the privilege of paying the above notes in full on Sep­
tember 1 , 1949, or on the first day of September thereafter until September 1, 1956, 
the maturity date of the notes. However, we have been advised by an officer of the 
First National Bank of Blankville that these notes have been subordinated until all 
bank indebtedness has been paid.
EARNED SURPLUS:
The earned surplus of the Company consists of the following;
Net Profit for the Five Month Period 
Ended June 30, 1946 
Net Profit for the Year Ended:
June 30, 1947 
June 30, 1948 
June 30, 1949 
June 30, 1950
Less; Distributor Contracts 
Written Off 
June 30, 1951
Total Earned Surplus - 
June 30, 1951
$(32,9 2 9.48)
50,000.00
$ 18,061.31
36,020.55107,147.09
22,056.14
(8 2,9 2 9 .48)
2 0,620.46
$120,976.07
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OPERATIONS
The results of operations for the year ended June 30, 1951, are shown on 
Exhibit "B" and its supporting schedules. A condensed comparative profit and loss 
statement for the past five years expressed in dollars and in percentages to re­
spective net sales is presented on Appendixes III and IV.
The operating results improved greatly over the preceding year, changing 
from a net loss of $32,9 2 9 to a net profit of $20,620.46 . The principal causes 
for this were increased sales of about 65% and a better margin of gross profit.
The poorer gross profit percentage for the preceding year was occasioned by de­
fective corn pickers which had to be sold at a heavy gross loss.
INSURANCE COVERAGE
Without making a detailed Investigation of the insurance protection carried 
by the Company, we present the following as our unaudited summarization of the cov­
erage indicated by the policies submitted for our inspection:
COVERAGE AMOUNT
Fire and Extended Coverage (80% Coinsurance): 
Merchandise, Furniture and Equipment 
Workmen's Compensation 
Public Liability:
Personal Injury 
Property Damage 
Automobiles:
Personal Injury 
Property Damage 
Collision - $50.00 Deductible 
Comprehensive 
Tractor and Trailers;
Personal Injury 
Property Damage 
Cargo
Comprehensive:
Tractor and Trailers 
Safe Burglary
$ 110,000.00 
Legal
50/100,000.00
55/25,000.00
50/100,000.00 
5 ,0 0 0 .0 0  
Actual Value 
Actual Value
50/100,000.00 
5 ,0 0 0 .0 0  
4 , 000.00
Stated Value
250.00
In addition, the Company carries an auto non-ownership policy and a 
$10,000.00 fidelity bond on all employees. We noted that no use and occupancy 
insurance is carried.
-  12 -
CONDENSED COMPARATIVE BALANCE SHEET 
JUNE 3 0 , 1951 AND JUNE 3 0 , 1950
BLANKVILLE FARM IMPLEMENT CO., INC.
APPENDIX I
1 9 5 1 1 9 5 0
INCREASE OR
(d e c r e a s e )
CURRENT ASSETS:
Cash
Accounts Receivable - Net 
Notes Receivable 
Inventories
Estimated Refund of Federal 
Income Taxes 
Prepaid Expense
Total Current Assets
$ 3,668.35 
156,853.73 
1,150.00 
124,325.23
2,170.06
$288,167.37
$ 22,575.04 
69,763.10
409.48
66,883.00
7,650.00
1,878.31
$169,158.93
$(18,906.69)
87,090.63
740.52
57,442.23
(7,650.00)
291.75
$119,008.44
LESS: CURRENT LIABILITIES:
Notes Payable 
Accounts Payable 
Employees' Income Tax Withheld 
Customers' Credit Balances 
Federal Income Taxes 
Accrued Liabilities
Total Current Liabilities
$ 84,740 .0 0  
30,677.31 
716.45 
1,712.50
9 ,400.00
9 ,304.66
$136,550.92
$ 30,000.00 
1 ,140.75  
243.30 
269.72
 8,609.39 
$140 ,2 6 3.16
$ 54,740.00 
29,536.56 
473.15 
1,442.78
9 ,400.00
695.27 
$ 96,287.76
WORKING CAPITAL $151,616.45 $128,895.77 $ 22,720.68
INVESTMENTS 54,700.00 60,300.00 (5,600.00)
FIXED ASSETS - DEPRECIATED COST 14,659.62 11,159.84 3,499.78
Totals $220,976.07 $200,355.61 $ 20,620.46
LESS: LONG-TERM INDEBTEDNESS 45,000.00 45,000.00 -  -  -
NET WORTH $175,976.07 $155,355.61 $ 2 0,620.46
REPRESENTED BY: 
Capital Stock 
Earned Surplus
$ 55,000.00  
120,976.07
$ 55,000.00  
100,355.61
$ -----
20,620.46
TOTAL NET WORTH (AS ABOVE) $175,976.07 $155,355.61 $ 2 0 ,620.46
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APPENDIX II
STATEMENT OF SOURCE AND APPLICATION OF WORKING CAPITAL 
FOR THE YEAR ENDED JUNE 30 , 1951
BLANKVILLE FARM IMPLEMENT CO., INC.
WORKING CAPITAL PROVIDED B Y :
Operations:
Profit Before Income Taxes 
(Exhibit "B")
A d d : Depreciation - Not Requiring
Expenditure of Working Capital 
Subtotal
Less: Profit on Sale of Fixed Assets
Total Working Capital Provided 
By Operations
Proceeds From Sale of Fixed Assets 
Amount Received on Partial Liquidation 
of Investment
Total Working Capital Provided
WORKING CAPITAL APPLIED TO:
NetProvide for Federal Income Taxes 
(Exhibit "B”)
Purchase of Fixed Assets (Schedule A  1 ) 
Less: Additions Resulting From Ex­
changes Not Requiring Working 
Capital
Total Working Capital Applied
EXCESS OF WORKING CAPITAL PROVIDED OVER 
WORKING CAPITAL APPLIED
REPRESENTED B Y :
Increase in Current Assets (Appendix I) 
Less: Increase in Current Liabilities 
(Appendix I)
NET INCREASE IN WORKING CAPITAL (AS ABOVE)
$ 31, 589.88
3 ,411 .10  
$ 35,000.98 
33.03
$ 7, 999.85
$ 34,967.95
320.00
4 ,000.00
$ 9, 369.42
$ 39, 287.95
802.00 7,197.85
16, 567.27
$ 22,720.68
$119,008.44
96,287.76
$ 22,720.68
- 14 -
APPENDIX III
BLANKVILLE FARM IMPLEMENT CO., INC.
CONDENSED COMPARATIVE INCOME STATEMENT 
FOR THE YEARS ENDED JUNE 30, 1931, 1950, 1949 , 1948 AND 1947
Net Sales 
Cost of Goods Sold 
Gross Profit 
Selling and Adminis­
trative Expense 
Profit From Operations 
Other Income
Subtotals 
Other Expense 
Profit Before Income 
Tax Provision 
Provision for Federal 
Income Tax
Profit (Loss) Before 
Extraordinary De­
ductions
Extraordinary De­
ductions
Net Profit (Loss)
1 9  5 1 1 9 5 0 1 9 4 9 1 9 4 8 1 9 4 7
$7 7 1 , 8 0 2 .3 1 $46 7 ,6 5 3 .3 5 $ 7 0 1 ,1 2 9 .1 5 $ 1 ,8 0 8 ,8 2 9 .6 7 $6 4 1 , 7 7 2 .7 2
6 1 1 , 7 2 2 .3 3 3 8 1 ,8 2 7 .8 8 5 5 2 ,3 43 .9 4 1 ,5 0 0 ,0 4 2 .3 1 5 1 3 ,3 9 0 .5 3
$1 6 0 , 0 7 9 . 98 $ 8 5 , 8 2 5 .4 7 $1 4 8 , 7 8 5 .2 1 $ 3 0 8 ,7 8 7 .3 6 $1 2 8 , 3 8 2 .1 9
1 2 3 , 542 .8 3 10 4 ,6 9 0 .2 2 1 1 7 ,6 8 5 .9 2 1 3 4 ,3 7 8 .6 6 6 8 ,2 6 6 .2 5
$ 3 6 , 5 3 7 .1 5 $ (1 8 , 8 6 4 . 7 5 )$ 3 1 ,0 9 9 .2 9 $1 74 ,4 0 8 .70 $ 6 0 , 1 1 5 . 9 4
6 4 4 .94 1 ,3 4 7 .0 4 1 ,7 5 9 .8 0 6 8 3 .3 1  
$ 1 7 5 ,0 9 2 .0 1
354 .6 1
$ 3 7 , 1 8 2 .0 9 $ ( 1 7 ,5 1 7 .7 1 ) $  3 2 , 8 5 9 .09 $ 6 0 ,4 7 0 . 55
5 , 5 9 2 .2 1 2 ,8 0 5 .3 5 2 ,2 5 0 .0 0 2 ,2 7 6 .6 7 2 ,2 5 0 .0 0
$ 3 1 ,5 8 9 .8 8 $ (2 0 ,3 2 3 .0 6 )$  3 0 ,6 0 9 .0 9 $ 1 7 2 ,8 1 5 .3 4 $ 5 8 ,2 2 0 .5 5
9 , 3 6 9 . 42 (7 ,3 9 3 .5 8 ) 8 ,5 5 2 .9 5 6 5 ,6 6 8 .2 5 22 ,2 0 0 .0 0
$ 2 2 ,2 2 0 .46 $ ( 1 2 ,9 2 9 .48)$  2 2 ,0 5 6 .1 4 $ 1 0 7 ,1 4 7 .0 9 $ 3 6 ,0 2 0 .5 5
1,6 0 0 .0 0 20,00 0 .0 0    
$ 2 0 ,6 2 0 .7 6 $ (3 2 ,9 2 9 .4 8 )$  2 2 , 0 5 6 .1 4 $ 1 0 7 , 14 7 .0 9 $ 3 6 ,0 2 0 .5 5
CONDENSED COMPARATIVE INCOME STATEMENT 
EXPRESSED IN TERMS OF PERCENTAGE TO RESPECTIVE NET  SALES 
FOR THE YEARS ENDED JUNE 30, 1951 , 1950 , 1949, 1948 AND 1947
Net Sales 100 .00% 100.00% 100.00% 100.00% 100.00%
Cost of Goods Sold 79.26 81.65 78.78 82.93 79.99
Gross Profit  20.74% 18.35% 2 1.22% 17.07% 20.01%
Selling and Adminis­
trative Expense 16.01 22.39 16.79 7.43 10.64
Profit From Operations   4.73% (4 .04)% 4.43% 9 .64% 9.37%
Other Income .08 .29 .25 .04 .05
Subtotals (3 .75)% 9.68% 9.42%
Other Expense .72 .60 .32 .13 .35
Profit Before Income 
Tax Provision 4.09% 4.36% 9.07%
Provision for Federal 
Income Tax 1.21 (1.58) 1.22 3.63 3.46
Profit (Loss) Before 
Extraordinary De­
ductions 2 .88% (2.77)% 3.14% 5.92% 5.61%
Extraordinary Deductions .21 4.28 -  - -  -  -  -
Net Profit (Loss) 2 .67% (7.05)% 3 .14% 5.92% 5 .61%
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APPENDIX V
BLANKVILLE FARM IMPLEMENT CO., INC.
FINANCIAL STATISTICS
FOR THE YEARS ENDED JUNE 30, 1951 , 1950, 1949 , 1948 AND 1947
Earnings Per Share of 
Common Stock
Earnings Per Dollar of 
Average Invested 
Capital
Book Value Per Share of 
Common Stock
Current Assets 
Current Liabilities
Net Working 
Capital
Current Ratio
Fixed Assets - 
Depreciated Cost
1 9  5 1 1 9 5 0 1 9 4 9 1 9 4 8 1 9 4 7
$ 37.49 $ (59.87)$ 40 .10  $  194 .8l $ 65.49
.12 (.17) .12* .95* .88*
319.96 282.46 342.34*  302.23* 107.42*
288,167.37
136,550.92
169,158.93
40,263.16
166,858.11
22,623.04
311,173.67 131,099.89 
106,152.78 30,809.01
$151,616.45 $128,895.77 $144,235.07 $205,020.89 $100,290.88
2.11 to 1 4.20 to 1 7.38 to 1 2.93 to 1 4.26 to 1
$ 14,659.62 $ 11,159.84 $ 8,750.02 $ 6,208.06 $ 3,790.98
* Adjusted for the write off of Distributor Contracts to Earned 
Surplus in the amount of $50,000.00.
.  16 .
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Appendix C
Extracts from the
REPORT MANUAL
OF A LARGE, NATIONAL FIRM OF 
CERTIFIED PUBLIC ACCOUNTANTS
☆
(The  complete m anual from which the following sections are extracted also 
contains instructions concerning the form and presentation of financia l state­
ments. These are not shown here since the subject of financia l statement pre­
sentation is covered in Chapter 18, with illustrations of rules and instructions 
for the preparation of financia l statem ents. —  Editor)
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INTRODUCTION
The guide which is presented herewith is intended primarily to set 
forth suggestions for report writing and presentation. . . . While these 
are suggestions, it is desirable that all offices prepare for clients reports 
which have a uniform appearance, and accordingly, where departures 
are made from the procedures herein outlined, particular care should be 
exercised to be sure that such departures are justified and desirable. 
This guide is not intended as a guide to auditing procedure nor as a 
statement of accounting principles.
There will be occasions when it is advisable and proper to depart from 
some of the recommendations for report presentation set forth in this 
guide.
It is not our purpose to set forth an inflexible standard in this guide 
nor to “freeze” our report procedure. It should be clearly understood 
that this guide does not constitute in any sense a pronouncement of 
minimum disclosure or rigid report presentation.
It is contemplated that in the case of companies subject to the require­
ment of filing periodic reports with the Securities and Exchange Com­
mission, our Reports on Examinations will conform in all material 
respects with the reports to be filed with the S.E.C., except for such de­
partures from conformity as are specifically provided for in this guide.
The committee on accounting procedure and the committee on audit­
ing procedure of the American Institute of Accountants have issued 
numerous bulletins which in many instances include recommendations 
as to disclosure and presentation. Wherever applicable, it is intended 
that our reports shall conform to the recommendations set forth in those 
bulletins in all material respects, except where there are justifiable reasons 
for departures.
Experience has emphasized the necessity of carefully challenging all 
terminology, both in the financial statements and in the accountants’ 
report, to see that it conveys the intended meaning and that the reports 
do not employ language in such a manner that it might be subject to an 
interpretation different from that which was intended. We should strive 
to improve our reports and avoid the copying of previous year’s reports. 
Nevertheless, in many instances it is desirable to follow or copy certain 
statements from previous reports, particularly carefully thought-out word­
ing for special or technical matters which are still present.
It should be borne in mind that, in the usual audit engagement, the 
financial statements together with the related notes are regarded as rep­
resentations by the company, upon which we render an opinion, even 
though we may supervise or assist in their preparation. Care must be 
taken in following out this concept to avoid attributing to ourselves 
comments or opinions in the statements themselves or in the notes. Re­
2
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marks and opinions attributable to us will be confined to the account­
ants’ report.
T he comments hereinafter with respect to report presentation are 
intended generally for use in connection with reports of organizations 
doing business in the m anufacturing and mercantile fields and such other 
types of businesses for which like procedure is appropriate. They do not 
apply in many respects to special types of examinations for which special 
treatm ent is necessary, such as examinations of municipalities, banks, 
personal books, trusts, hospitals, charity funds, certain nonprofit organi­
zations, et cetera. Further, the methods of treatm ent m entioned herein 
may not be appropriate, in certain respects, in reports covering examina­
tions made for outside parties. I t is contemplated that in special cases 
the form of the report will be adapted to the circumstances or to the 
peculiarities of the particular engagement.
TYPES OF REPORTS
As a general policy, the basic financial statements (balance sheet, profit 
and loss, and surplus) in all of our reports relating to any one engage­
ment will be identical regardless of the nature of the report. Exceptions 
to this general rule may arise in the case of reports filed with the Securi­
ties and Exchange Commission, where certain footnotes will be required 
which it may be permissible to omit from our other reports on that par­
ticular engagement, such as the explanatory notes which are a require­
ment of the S.E.C. bu t which would not be necessary for general purposes. 
Also in the case of reports filed with the Securities and Exchange Com­
mission, the profit and loss statement must conform to certain specified 
presentation, whereas our reports for the same company may include a 
profit and loss statement in less conventional style, or, in rare instances, 
may not include a complete profit and loss statement. Any other de­
partures from the policy of adhering to identical basic financial state­
ments must have special approval of a partner. In  the case of companies 
subject to the filing requirements of the S.E.C., our report must be 
prepared with the requirements of Regulation S-X and the Accounting 
Series Releases in m ind to avoid needless departures from policy.
“R eport  on  E x a m in a t io n  of F ina nc ia l  Sta tem ents” should be the 
title of reports which include a balance sheet and statements of profit 
and loss and surplus, with our “Accountants’ R eport” relating to them. 
T he “Accountants’ R eport” will ordinarily be the standard “short form” 
report.
T he “report on examination of financial statements” will be our basic 
report, and must include all disclosures which we believe are required 
in order to make the financial statements not misleading. It, therefore, 
follows that no condensation of our report is permissible. Separate re­
ports may be issued covering the balance sheet only, in appropriate cases,
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as explained hereinafter. In  the case of companies which issue public 
reports to stockholders, the “report on examination of financial state­
ments” should be furnished for that purpose.
“R eport on  E x a m in a t io n  of F ina nc ia l  Sta tem ents w ith  Su p pl e ­
m en tar y  D a t a ” should be the title of all “detailed” reports which include 
inform ation beyond that presented in a report on examination of finan­
cial statements, or beyond that which would have been presented if a 
report on examination had been issued. Such supplementary data would 
include our explanatory comments, if any, the schedules pertaining to 
the financial statements, and organization data.
“R eport on E x a m in a t io n  of B alance  Sh eet” or “R eport on Ex a m ­
in a tio n  OF B alance  Sh eet  w ith  Supple m e n t a r y  D a t a ,” as approp ria te , 
sh o u ld  be the title  w here w e su b m it a rep ort w ith  a b a lan ce  sh eet on ly , 
w h en  a rep ort on  ex a m in a tio n  has b een , or is to  be, issued.
“F ina nc ia l  Statem ents and  Schedules f or A n n u a l  R eport on F orm
10-K” or comparable wording should be the title of reports issued for 
inclusion in periodic reports or in registration statements filed with the 
Securities and Exchange Commission.
“D ata  for L isting A ppl ic a t io n” sh o u ld  be the title  o f reports issued  
for in c lu sio n  in  lis tin g  a p p lica tio n s  filed  w ith  stock exchanges.
“R eport on Special  E x a m in a t io n  (or I nvestigation) ” is the title 
to be used in reports of a special nature where it is inadvisable or im­
possible to describe in the title itself the nature of the examination or 
investigation. Where possible, the title of the report should indicate the 
purpose of the examination such as “Report on Payroll Exam ination,” 
“Report on Com putation of Royalties,” et cetera. “Report on Special 
Investigation” may often be appropriate for cash audits, matters relating 
to shortages, et cetera.
“F ina nc ia l  Sta tem ents” is the title to be used if our work consists 
only of preparing or typing a balance sheet and other statements from the 
books w ithout any examination thereof. These statements wherever 
possible should be clearly marked “without audit” and, in any event, no 
reference to our firm should appear thereon. T he statements should be 
typed on unwatermarked paper and bound in covers not bearing our 
name.
It is sometimes necessary to issue a preliminary report before we have 
issued our formal report. All statements so rendered should be clearly 
marked “Preliminary,” or “Tentative.” Such statements may be accom­
panied by a bound-in letter stating that our work is not completed and 
that the statements are subject to change (or such other comments as 
circumstances require).
Name and Address
W hen using a corporate name, use it throughout the report exactly 
as it appears in the charter, distinguishing carefully as to punctuation and
4
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abbreviations: for example, “Incorporated” or “Inc.,” “and” or 
“Company Inc.,” or “Company, Inc.” If “The” is not part of the legal 
name, it should not be used in referring to a company by name. When 
not using the full corporate name, use the designation “Corporation” or 
“Company,” whichever is appropriate. If it is known that there are com­
panies of the same name, incorporated in other states, the state of incor­
poration should be indicated in the title.
The words “a partnership” or “a proprietorship” should appear after 
the name of the partnership or proprietorship in at least the following 
places, namely: (1) on the report cover, (2) first paragraph of the ac­
countants’ report, (3) in the balance sheet heading, (4) the profit and 
loss statement heading, and (5) any other schedules which are not sup­
plementary data.
It will be generally desirable to show the name of the city and state 
of the company in the address of the report and on the cover. Ordinarily 
they would not appear in any other place in the report, except possibly in 
the schedule of organization data. The names of the city and state should 
never be abbreviated.
Dates for Report Covers
Use the period dates in all cases except where a balance sheet alone is 
presented, in which case, use balance sheet date.
Dates for covers on special reports, if required at all, will vary accord­
ing to individual requirements. On many occasions the same date as 
that indicated in the accountants’ report will be appropriate.
Examples of “period” dates (in the last two examples, the period in­
cludes both dates shown):
Year ended December 31, 19___
Six months ended December 31, 19___
Period of one year and six months ended April 30, 19___
Three years ended December 31, 19___
From July 1, 19__ , to May 18, 19___
From August 10, 19__ , to December 31, 19___
The name of the month should not be abbreviated.
Use the last day of the month as the date, even though the last day is a 
Sunday or holiday.
Where necessary to refer to dates for regular accounting periods differ­
ing slightly from twelve months (such as those having thirteen periods 
of four weeks each or where accounting periods end on the last Saturday 
of the closing month) use “Year (52 weeks or 53 weeks) ended . . . .” 
For periods not substantially a period of months such as 24 weeks, use 
“From____ , 19__ to ____ , 19__ (__weeks).”
5
Examples of Report Covers
XYZ M ANUFACTURING CORPO RA TIO N
Report on Examination of Financial Statements 
Year Ended December 31, 19__
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XYZ M ANUFACTURING C O R PO RA TIO N  -  DAYTON, O H IO
and Domestic Subsidiary Companies
Report on Examination of Financial Statements 
with Supplementary Data
Year Ended December 31, 19__
XYZ M ANUFACTURING CORPO RA TIO N  
Report on Examination of Balance Sheet 
December 31, 19__
XYZ M ANUFACTURING CORPO RA TIO N  
and Wholly-Owned Domestic Subsidiary Companies 
Report on Examination of Financial Statements 
Year (53 Weeks) Ended December 28, 19__
XYZ M ANUFACTURING C O R PO R A TION 
Report on Investigation of Cost 
and Accounting Procedures 
October 25, 19__
Arrangement of Report on Examination of Financial Statements
T he contents of the report will usually be arranged in this order: 
(1) accountants’ report, (2) balance sheet, (3) profit and loss statement,
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(4) statement of surplus, (5) notes to financial statements (if not included 
on the face of the statements; or, if separate sets of notes to each state­
ment are included, they should follow the related statement). However, 
when the report on examination is included in a printed report to stock­
holders, rearrangement may be desirable. Generally, we should not 
include a title page in our report.
Presentation of "Accountants' Report"
The accountants’ report will be presented on our letterhead, and no 
heading should be used except in the case of reports to the Securities and 
Exchange Commission or other special cases. When a heading is re­
quired, it preferably should be “Accountants’ Report,’’ not “Auditors’ 
Report’’ or “Accountants’ Certificate.”
The “Accountants’ Report” should include the following:
1. Date.
2. Address.
8. Introductory (scope) paragraph.
4. Concluding (opinion) paragraph, or a denial of an opinion, with an ex­
planation, if we are unable to express an opinion.
5. Signature.
In addition, the accountants’ report may include one or more inter­
mediate paragraphs, if required to explain departures from normal pro­
cedures in the scope of our work or qualifications in our opinion, or if 
desired to explain more fully the scope of the examination made. The 
latter procedure may be particularly applicable to certain engagements, 
particularly where bank loans are present, where it is deemed desirable 
to place more emphasis on the comments submitted.
Variations from the standards of presentation suggested herein, which 
may be desirable in certain cases, should be discussed with and approved 
by a partner. When reports are printed without reproduction of our 
letterhead, the city of office of issuance and the date should always be 
indicated.
Dates for Accountants' Report
The accountants’ report should be dated as of the earliest practicable 
date, which will usually be the date on which we complete our field 
work (which usually culminates with a discussion with the company 
of the statements in final form), even though isolated letters of confirma­
tion and interpretation have not then been received. However, if any 
information of major importance which is essential to permit us to 
give our opinion is not obtained until some later date, or if any events 
subsequent to the date of the balance sheet are reflected in the financial 
statements, the date of the accountants’ report should not be earlier than 
the date on which such information was obtained or such event occurred. 
Regard also should be given to the date of the letter of representations
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obtained from the client; ordinarily the date of the letter of repre­
sentations should not be later than the date of the report.
All reports issued applicable to the same examination should bear the 
same date as the earliest report issued on such examination, except in 
cases where we have had occasion to make a further review of the trans­
actions subsequent to the date of the earliest report issued, or except 
where there has been reflected in the statements, retroactively, some event 
occurring subsequent to the date of the earliest report, as sometimes 
happens, for example, in the case of statements filed with registrations 
under the Securities Act of 1933. In the event that we have made a 
further review or that a subsequent event has been reflected in the state­
ments, a later date should be used in conjunction with the date of the 
earliest report, and in the case of recognition of a subsequent event w ith­
out further review of other transactions, the event which is covered by the 
later date should be identified.
An example of appropriate dating in the case of a report initially
dated February 20, 19__ , followed by further review of transactions in
June, 19__ , in connection with a registration with the Securities and
Exchange Commission would be:
June 28, 19__ ,
as of February 20, 19___
Examples of appropriate dating in the case of subsequent event being 
reflected in the statements, w ithout further review of transactions, would 
be:
June 28, 19__  (with respect to final deter­
mination of income tax liability for the
years 19__ and 19___ )
as of February 20, 19__
-  or -
June 28, 19__ (with respect to authorization
and sale of additional capital stock, as ex­
plained in Note C to the financial state­
ments)
as of February 20, 19__
Address of Report
In  a formal report do not use any form of salutation, such as Gentle­
men or Dear Sir. Reports should be, as a general rule, addressed:
I f  a corporation:
Board of Directors (or if employed by stockholders “to the Stockholders”), 
White Manufacturing Corporation,
New York, New York.
I f  a partnership:
A. L. Brown & Company,
Cleveland, Ohio.
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If a single proprietorship:
Mr. S. X. Green,
Green Trucking Company,
Chicago, Illinois.
Inclusion o£ the city and state in the address is not obligatory, but 
generally desirable.
New Terminology
In the past few years, there has been a growing tendency to adopt some 
new terminology chiefly in connection with the capital and surplus ac­
counts. This was recognized in October 1949, in part by the subcommittee 
on terminology of the committee on accounting procedure of the Amer­
ican Institute of Accountants in Bulletin No. 39, and in part by the 
firm’s own technical letters.
The new terminology, generally, is as follows;
Old
Income account 
or
Profit or loss
Capital stock and surplus
Capital surplus
Earned surplus
Balance sheet
N e w
Earnings 
or
Statement of earnings 
Stockholders investment 
or
Stockholders equity 
Additional paid-in capital 
Earnings retained in the business 
Accumulated earnings 
Retained earnings 
Earnings retained for use in the 
business
Statement of financial condition (for 
use in statements in which current 
liabilities are deducted directly 
from current assets)
The use of the new terminology has not yet reached the point where 
it is considered mandatory or even preferred but it can be used where 
a client indicates a preference for it. It has been accepted by many 
companies and the trend appears to be toward its general acceptance. 
Several problems are raised by its use, such as the proper expression to 
be used for capital surplus other than additional paid-in capital, the 
requirement of a note where stock dividends have been paid and charged 
to earned surplus so that the remainder is not all of the “earnings re­
tained for use in the business” and other similar matters. These should 
be given particular consideration wherever the new terminology is used, 
especially in the year in which it is first adopted.
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Introductory Paragraph
T he following introductory paragraph, with suggested form of address, 
will be standard:
B o a rd  o f D irec to rs ,
XYZ C o m p an y ,
P ittsb u rg h , P e n n sy lv an ia .
“W e h ave  e x a m in e d  th e  b a la n ce  sh ee t of XYZ C o m p an y  as of D e ­
cem b er 31, 19___, a n d  th e  re la te d  s ta te m en ts  o f p ro fit a n d  loss (or
incom e) a n d  su rp lu s  fo r th e  year th e n  en d ed . O u r  e x a m in a tio n  was 
m ad e  in  acco rd an ce  w ith  g e n era lly  accep ted  a u d it in g  s tan d ard s , a n d  
acco rd in g ly  in c lu d e d  such  tests of th e  a c c o u n tin g  reco rd s a n d  such 
o th e r  a u d it in g  p ro c ed u re s  as we co n sid e red  necessary  in  th e  c ircu m ­
stan ces.”
T he foregoing Introductory Paragraph should be used whenever it 
fairly describes the scope of the examination made, even though our 
opinion extends only to the balance sheet (in a “Balance Sheet” report) 
or only to the balance sheet and profit and loss statement (in cases where 
the changes in surplus are shown in the balance sheet and not as a sep­
arate statement). T he scope paragraph should always cover all of the 
statements examined; the opinion paragraph should cover only the 
statements accompanying the report of which the opinion is a part.
W here the company uses the terms “Statement of Financial Condition,” 
“Income Account” or other terminology, the introductory paragraph 
should be changed accordingly.
Reference is made to page 20 for suggestions as to the introductory 
paragraph in reports relating to consolidated statements.
Exceptions to Introductory Paragraph
Omission of Procedures Which ore Ordinarily Considered Normal, but Which are 
not Applicable or not Practicable under the Circumstances
W hen any procedure generally considered to be normal (such as con­
firmation of receivables or physical tests of inventories) has been omitted 
with respect to any item of materiality because it was not practicable 
and reasonable, a statement to that effect should be made, giving the 
reason or reasons for such impracticability and unreasonableness. This 
does not constitute a departure from normal audit procedure and there­
fore requires no exception in our opinion, provided we are satisfied as 
to such items by employing other and additional auditing tests and 
checks. It is very im portant that in om itting any normal procedure and 
om itting any exception, we be satisfied by other audit tests and checks 
as to the item or items involved.
In order that a procedure generally considered to be normal may be 
omitted on the grounds of impracticability or unreasonableness w ithout 
requiring an exception in our opinion, there should be some compelling 
or clearly demonstrable reason for its omission. Mere difficulty of per­
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formance or inconvenience or additional time and expense required 
ordinarily will not serve as grounds for departure from normal scope 
with respect to a material item. There must be extreme difficulty of 
performance, or the expectation that employment of the “norm al” pro­
cedures will not produce the desired result, before the procedures may 
be discarded in favor of others which are practicable under the cir­
cumstances.
Examples of disclosure required as to omission of impracticable or 
inapplicable “norm al” procedures might be as follows:
“W e w ere  u n a b le  to  confirm  by d irec t co m m u n ica tio n  th e  acco u n ts  rece iv ­
ab le  fro m  c e r ta in  ch ain -sto re  custom ers, b u t  we satisfied ourselves as to  such  
acco u n ts  by m ean s o f o th e r  a u d it in g  p ro c ed u re s ,” 
or
“A su b s ta n tia l  p o r t io n  of th e  co m p a n y ’s in v e n to ry  consists o f logs in  a sto rage  
p o n d  w hich , by th e ir  n a tu re , a re  n o t re ad ily  su scep tib le  to  physical c o u n t o r 
m ea su re m e n t ex ce p t as th ey  a re  p laced  in  o r  rem o v ed  fro m  storage. W e 
w ere  u n a b le , th e re fo re , to  test th e  physical q u a n ti t ie s  in v o lv e d  in  th e  log  in ­
v en to ry , b u t  we o b se rv ed  th a t  th e re  w ere  su b s ta n tia l  q u a n ti t ie s  of logs in  
sto rage  a n d  satisfied  ourselves by m ean s o f o th e r  a u d it in g  p ro c ed u re s  as to  
th e  g e n e ra l accu racy  o f th e  a m o u n t a t w h ich  th e  logs a re  s ta te d  in  th e  
b a la n ce  sh e e t.”
Disclosures of this nature should seldom be necessary. A procedure 
which is not practicable or possible will not ordinarily be considered 
“norm al,” in which event its omission does not constitute a departure 
from accepted standards.
Omission of Normal Procedures Which ore Practicable under the Circumstances
T he opening paragraph or a paragraph immediately following should 
contain any major qualification of the scope of our examination, such as 
departures from normal procedure, inclusion of subsidiary or branch 
figures without examination, or acceptance of certificate of other auditors, 
with respect to items of materiality.
An example of the wording of such an exception when included in the 
opening paragraph is as follows:
“A t th e  re q u e s t o f th e  m a n a g e m e n t we d id  n o t observe th e  p ro c ed u re s  em ­
p lo y ed  in  d e te rm in in g  in v e n to ry  q u a n ti t ie s  o r  m ak e  tests th e re o f  (o r we 
w ere  n o t p e rm it te d  to  co m m u n ica te  w ith  d e b to rs  re g a rd in g  th e  a m o u n t s ta te d  
fo r receivab les). In  o th e r  respec ts o u r  e x a m in a tio n  was m ad e  in  acco rd an ce  
w ith  g e n e ra lly  accep ted  a u d it in g  s ta n d ard s , a n d  acco rd in g ly  in c lu d e d  such 
tests o f th e  a c c o u n tin g  reco rd s  a n d  such  o th e r  a u d it in g  p ro c ed u re s  as we 
co n sid e red  necessary  in  th e  c ircu m stan ces .”
T he qualifications as to scope of the work may be detailed in a para­
graph immediately following the introductory paragraph, with appro­
priate reference thereto in the introductory paragraph and, if necessary, 
in the opinion paragraph. An example of this treatm ent in the intro­
ductory paragraph would be as follows:
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“ O u r  e x a m in a tio n  was m ad e  in  acco rd an ce  w ith  g en era lly  accep ted  a u d itin g  
s tan d ard s , a n d  acco rd in g ly  in c lu d e d  such  tests o f th e  a cc o u n tin g  reco rd s a n d  
such  o th e r  a u d it in g  p ro ced u re s  as we co n sid e red  necessary  in  th e  c ircu m ­
stances ex cep t as re fe r re d  to  in  th e  n e x t p a ra g ra p h .”
Where there has been a departure from normal audit procedure, when 
such procedure was practicable and reasonable, with respect to any item 
of materiality which is significant in relation to the financial statements 
(particularly receivables and inventories), an exception should be taken 
in the opinion paragraph, in addition to the disclosure required in the 
introductory paragraph. Illustrative exceptions are presented in the 
section relating to the “O pinion” paragraph. In such cases, however, 
there must be satisfaction on our part through auditing tests and checks of 
the records relating to the items involved; otherwise, no opinion should 
be given.
In  cases where satisfaction cannot be obtained with the receivables 
except through communication with the debtors, or with the inventory 
except through making or observing the making of physical tests, or 
where the scope of examination has been limited otherwise in some 
im portant respect, then an exception in the opinion paragraph will not 
be sufficient. In such cases the concluding paragraph of our report should 
state that an opinion cannot be given for the reason that our procedures 
have been insufficient with respect to receivables and inventories (or 
either) to warrant our expressing an opinion on the financial statements. 
This will apply only to situations where receivables and inventory (or 
either) are so im portant that failure to form an opinion thereon makes 
it impossible to have any worthwhile opinion on the financial state­
ments as a whole.
Reliance on Reports of Other Accountants
T he problems arising when there are included, in statements ap­
proved by us, statements or figures examined and reported upon by other 
accountants, are difficult and highly technical, and should always be given 
special consideration by partners.
If the accounts of any branch (or the financial statements of any sub­
sidiary, in the case of consolidated statements) have been examined and 
reported upon by other independent accountants, an exception in our 
scope paragraph may or may not be required, depending upon the cir­
cumstances, which may generally be outlined as follows:
1. If  th e  o th e r  acc o u n ta n ts  w ere  en g aged  by us a n d  m ad e  th e ir  e x a m in a tio n  
acco rd in g  to  o u r  in s tru c tio n s , a n d  su b m itte d  a re p o r t  d irec tly  to  us (w h e th er 
o r  n o t th e  re p o r t  was ad d ressed  to  us, o r  w h e th e r  o r  n o t they  w ere  p a id  by 
o r  th ro u g h  us), they  m ay  be co n sid ered  as m ak in g  th e  e x a m in a tio n  in  o u r  
stead , a n d  no  d isc losure  in  th e  scope p a ra g ra p h  w ill be re q u ire d , alw ays 
p ro v id in g  we are  satisfied w ith  th e  re p o r t  su b m itte d  by such o th e r  acc o u n t­
an ts, a n d  fu r th e r  p ro v id in g  th a t  th e  am o u n ts  in v o lv ed  in  th e  acco u n ts  or 
s ta tem en ts  e x a m in e d  by such o th e r  acc o u n ta n ts  are n o t o f such m a jo r  signif-
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cance in  re la tio n  to  th e  f in an c ia l s ta te m en ts  as a w h o le  th a t  we c a n n o t 
re a so n a b ly  b e  e x p ec te d  to  be  satisfied  w ith  a n y th in g  less th a n  e x a m in a tio n  
by  ourselves.
2. I f  th e  o th e r  a cc o u n ta n ts  w ere  en g ag ed  by  o u r  c lien t, b u t  we are  satisfied  th a t  
th ey  a re  a cc o u n ta n ts  o f reco g n ized  s ta n d in g  in  th e  p ro fession , we m ay  accep t 
th e ir  r e p o r t  a n d  re ly  u p o n  it w ith o u t d isc lo su re  in  th e  scope p a ra g ra p h , as 
th o u g h  th e  e x a m in a tio n  h a d  b e e n  m ad e  by  us, p ro v id in g  we are  satisfied 
w ith  th e  scope o f th e  e x a m in a tio n  m ade , a n d  w ith  th e  re p o r t  o f such  o th e r  
acc o u n ta n ts , a n d  p ro v id in g  th a t  th e  a m o u n ts  in v o lv ed  in  th e  acco u n ts  o r 
s ta tem en ts  e x a m in e d  by  such  o th e r  a cc o u n ta n ts  a re  n o t  m a te ria l  in  re la tio n  
to  th e  f in an c ia l s ta te m en ts  as a w h o le  u p o n  w h ich  w e a re  ex p ress in g  a n  
o p in io n . T h e  test o f  m a te ria li ty  in  s itu a tio n s  such  as o u tlin e d  in  th is  p a ra ­
g ra p h  w ill g e n era lly  be  m o re  r ig id  th a n  those  a p p lie d  in  s itu a tio n s  such  as 
o u tlin e d  in  th e  fo reg o in g  p a ra g ra p h  (1).
3. I f  th e  acco u n ts  o r  fin an c ia l s ta te m en ts  e x a m in e d  by  o th e r  acc o u n ta n ts  a re  o f
m a te ria l  significance, o r  if  we a re  u n w illin g  fo r  an y  re a so n  to  accep t the  
re p o r t  o f  o th e r  acc o u n ta n ts  as a re p o r t  o f a n  e x a m in a tio n  m ad e  by us, o u r  
in tro d u c to ry  (scope) p a ra g ra p h  sh o u ld  disclose o u r  re lia n c e  o n  th e  re p o rt  
o f such  o th e r  acc o u n ta n ts  a n d  sh o u ld  in d ic a te  th e  re la tiv e  im p o rta n c e  o f 
th e  a m o u n ts  o f n e t assets a n d  ea rn in g s  in v o lv ed  in  such  re lian c e . Such  d is­
c losu re  sh o u ld  be  m ad e  in  a final sen ten ce  in  th e  in tro d u c to ry  p a ra g ra p h , 
o r  in  an  in te rm e d ia te  p a ra g ra p h  re fe r re d  to  in  th e  in tro d u c to ry  p a ra g ra p h , 
in  so m ew h at th e  fo llo w in g  m a n n e r:  “ T h e  fin an c ia l s ta te m en ts  o f (give
n am e  if d esirab le) a c o n so lid a ted  su b sid ia ry , h ave  b e en  in c lu d e d  h e re in  (in  
U n ite d  S tates d o lla rs) as re p o r te d  u p o n  by its in d e p e n d e n t  acco u n tan ts , 
w hose r e p o r t  is in c lu d e d  h e rew ith . N e t assets o f th is  su b s id ia ry  a t D ecem b er
31, 19---- , a m o u n te d  to  $000,000.00 (o r . .% o f co n so lid a ted  n e t assets)
a n d  n e t p ro fit fo r th e  y ear a m o u n te d  to  $000,000.00 (o r . .%  o f c o n so lid a ted  
n e t p ro f it.” W h e n  it is necessary  to  disclose re lian c e  u p o n  th e  re p o r t  of 
o th e r  acco u n tan ts , co n s id e ra tio n  sh o u ld  be  g iven  to  in c lu d in g  th e ir  r e p o r t  
a n d  th e  re la te d  f in an c ia l s ta te m en ts  (even  th o u g h  also in c lu d e d  in  co n ­
so lid a tio n ) in  o u r  re p o rt .
In instances such as outlined in the foregoing paragraph (3), care 
should be exercised in the remaining portions of the opening paragraph 
that we describe our scope of examination so as to exclude the accounts 
or statements examined by the other accountants, and a corresponding 
qualification should be included in our opinion.
Inclusion of Prior Year's Statements
If the report on examination includes financial statements of the pre­
ceding year for comparative purposes, as is the case with increasing fre­
quency, particularly in the case of published reports, no reference thereto 
should ordinarily be made in the accountants’ report, even though the 
statements for the preceding year were examined by us. If reference 
thereto is required, it may usually be made by adding to the introductory 
paragraph this sentence: “We made a similar examination of the finan­
cial statements for the preceding year,” or if applicable “T he financial 
statements for the preceding year were examined by other independent 
public accountants.”
If further reference is desired, particularly in the opinion paragraph,
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care must be used to see that the statements for the preceding year are 
as complete in all respects, including appropriate footnotes as they were 
in the report on examination for the preceding year.
Inclusion of Branch Figures without Examination
If branch or subsidiary figures are included w ithout review or exam­
ination, disclosure of that fact must be made in the introductory para­
graph if the amounts involved, either as to net assets or profits, are 
significant in relation to the statements as a whole, in which case an 
exception will also be required in our opinion. An example of such 
disclosure in the introductory paragraph might be: “ . . . in the circum­
stances, except that accounts of branches representing approximately . . . 
per cent of the net assets and . . . per cent of the net profits were not 
examined by us.”
If branch or subsidiary figures included without review or examination 
are not significant, no disclosure need be made. If disclosure is made in 
the scope paragraph, an exception should be taken in the opinion 
paragraph.
Intermediate Paragraphs
As previously indicated, our usual “Accountants’ R eport” will consist 
of only two paragraphs. However, if circumstances require, an in ter­
mediate paragraph or paragraphs may be included for any or all of the 
following purposes:
1. T o  e x p la in  ex cep tio n s  to, o r  l im ita tio n s  u p o n , th e  scope o f o u r  e x a m in a tio n  
as o u tlin e d  in  th e  in tro d u c to ry  p a ra g ra p h :
2. T o  give reasons fo r  e x cep tio n s  in  o u r  o p in io n ;
3. T o  e x p la in  m a tte rs  affec ting  th e  c o m p a rab ility  of th e  f in an c ia l s ta tem en ts  
w ith  those  o f th e  p re c e d in g  year, such  as m ergers o r  co n so lid a tio n s , o r  th e  
a d o p tio n  o f new  a c c o u n tin g  po lic ies w h ich , b ecause  o f ch an g ed  co n d itio n s, 
d o  n o t give rise  to  in co n sis ten c ies in  p re se n ta tio n ; a n d
4. T o  e x p la in  th e  basis o n  w h ich  th e  fin an c ia l s ta te m en ts  a re  p re se n te d  if th e  
basis is n o t co n v en tio n a l, such  as s ta te m en ts  p re p a re d  o n  a “g o in g -co n cern ” 
basis in  th e  e v en t o f p e n d in g  rece iv e rsh ip , o r  s ta te m en ts  p re p a re d  in  p a r t  
b ased  o n  o u r  accep tan ce  o n  th e  a u th o r ity  o f q u a lif ied  p e rso n s o f in fo rm a ­
t io n  w h ich  is n o t reaso n ab ly  w ith in  o u r  p ro v in ce  to  o b ta in , such as a c tu a ria l 
d a ta  w ith  resp ec t to  a n  in su ra n ce  com pany .
An intermediate paragraph or paragraphs also may be used to further 
explain the scope of our examination, bu t such explanations represent 
only an elaboration of the introductory paragraph (which in itself, with 
qualifications where necessary, constitutes a complete statement of scope), 
and ordinarily should, therefore, not be required. There are cases, how­
ever, where it is desirable or necessary, either for the clients themselves or 
for the banks, to explain the scope of our examination in intermediate 
paragraphs, particularly where only one report is rendered on the engage­
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ment. These may tie in with the comments included later in the report 
under “supplementary data.” W here the paragraphs are lengthy and 
detailed it may be preferable to place them immediately after the basic 
financial statements, but before supplementary data.
If the scope of our examination has been extended beyond what was 
required to express an opinion on the financial statements, as, for ex­
ample, extension of tests of cash transactions to a degree justifying dis­
closure thereof as being beyond “norm al” scope, the extended procedures 
may be made the subject of a separate letter to the company but they 
should not be referred to in the accountants’ report as being “additional” 
procedures.
Opinion Paragraph
T he accountants' report in “Reports on Exam ination” should close 
with a formal opinion. There may be special cases where no formal 
opinion should be included, but such cases should be considered carefully 
as to whether the circumstances justify the omission. See comments on 
pages 16 and 17. It also should be kept in m ind that when exceptions are 
such as to negate an opinion, the mere omission of it is not sufficient; the 
denial of an opinion should be expressed.
Exceptions to accounting principles or consistency may be included in 
a separate paragraph and referred to in the opinion paragraph. Any 
exception should be expressed clearly and unequivocally, whether it 
affects the scope of the work, any particular item of the financial state­
ments, the soundness of the company’s procedures (as regards either the 
books or the financial statements), or the consistency of accounting prac­
tices. In stating such exceptions, reference may be made to the notes to 
the financial statements for amplification.
In all cases there should be included in the accountants’ report or in 
notes to the financial statements information as to the effect of the matter 
to which exception is taken. If this is not practicable, a clear statement 
to that effect should be made.
T he opinion should always designate specifically the statements covered 
thereby. For example, in published reports including a “summary of 
profit and loss” the opinion should be similiarly worded. The opening 
(scope) paragraph should nevertheless refer to our examination of the 
“statement of profit and loss.” If changes in surplus are shown directly 
on the balance sheet and no separate statement of surplus is presented, 
the opinion should not refer to surplus, but the introductory (scope) 
paragraph should nevertheless refer to our examination of the statement 
of surplus.
T he standard wording for the opinion (in cases where we have no 
reservations to make) shall be:
“In our opinion the accompanying balance sheet and statements of profit 
and loss (or income) and surplus present fairly the financial position of XYZ
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C o m p an y  a t D ecem b er 31, 19___, a n d  th e  re su lts  o f its o p e ra tio n s  fo r  th e
y ear th e n  e n d ed , in  co n fo rm ity  w ith  g e n era lly  accep ted  a c c o u n tin g  p r in c ip le s  
a p p lie d  o n  a basis c o n sis ten t w ith  th a t o f th e  p re c e d in g  y ear.”
In  cases where we render an opinion as to the balance sheet only, the 
following paragraph should be used:
“I n  o u r  o p in io n , th e  a cc o m p an y in g  b a la n ce  sh ee t p re sen ts  fa ir ly  th e  f in an c ia l 
p o s itio n  o f XYZ C o m p an y  a t D ecem b er 31, 19---- , in  c o n fo rm ity  w ith  g e n ­
e ra lly  accep ted  a c c o u n tin g  p r in c ip le s  a p p lie d  o n  a basis co n sis ten t w ith  th a t  
o f th e  p re c e d in g  y ear.”
In  cases where we render an opinion as to the statements of profit and 
loss and surplus for two or more accounting periods, as in the case of 
financial statements filed under the Securities Act of 1933, the following 
paragraph should be used:
“ I n  o u r  o p in io n  th e  acco m p an y in g  b a la n ce  sh ee t a n d  s ta tem en ts  o f p ro fit 
a n d  loss (o r incom e) a n d  su rp lu s  p re se n t fa ir ly  th e  fin an c ia l p o s itio n  o f XYZ
C o m p an y  a t D ecem b er 31, 19___, a n d  th e  re su lts  o f its o p e ra tio n s  fo r  th e
th re e  years th e n  e n d ed , in  c o n fo rm ity  w ith  g e n era lly  accep ted  a c c o u n tin g  
p r in c ip le s  a p p lie d  o n  a c o n sis ten t basis.”
Where the company uses the terms “Statement of Financial Condition,” 
“Income Account” or other terminology, the opinion paragraph should 
be changed accordingly.
Reference is made to page 20 for examples of opinions appropriate in 
the case of consolidated statements.
Exceptions in Opinions
In  cases where we have reservations as to the scope of our examination 
or as to the financial statements the standard opinion cannot be used w ith­
out qualification. However, we should be cautious about taking an excep­
tion because of inability to pass upon the adequacy of one thing or another. 
Many times this will result in no certificate at all and would encourage 
deficiencies, in the case of registered companies, from the Securities and 
Exchange Commission. Every care should be taken to form an opinion 
rather than to qualify on account of a lack of one, though where we 
believe that an allowance should be made or have reason to believe the 
one provided is not adequate, then we should take an exception. Examples 
of qualified opinions are given in the following seven paragraphs;
1. In the event that our opinion cannot extend to certain items which 
are ordinarily within our province, bu t an opinion otherwise can be 
given, it might be expressed as follows:
“ I n  o u r  o p in io n , ex ce p t th a t  w e are  u n a b le  to  pass u p o n  th e  a d eq u acy  of 
th e  a llow ance  (o r som e s im ila r  w ord ) fo r  b a d  deb ts. . . .”
“ I n  o u r  o p in io n , ex cep t th a t  w e are  u n a b le  to  m ak e  a re a so n a b le  d e te rm in a ­
t io n  of th e  l ia b ility  fo r  F e d e ra l taxes. . . .”
Note: In the case of qualifications such as the two illustrated above, the
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exception should be taken only if it is believed that the am ount provided 
may be substantially inadequate.
2. Exceptions arising from departures from normal audit procedures 
might be expressed as follows:
“ I n  o u r  o p in io n , su b je c t to  th e  l im ita t io n  o f th e  scope o f o u r  e x a m in a tio n  
as set fo r th  above, th e  a cc o m p an y in g  b a la n ce  sheet, . . ."
A more specific reference is usually desirable, for example:
“ I n  o u r  o p in io n , su b je c t to  th e  l im ita tio n  o f th e  scope o f o u r  e x a m in a tio n  
w ith  re sp ec t to  acco u n ts  rece iv ab le  a n d  in v en to rie s  as se t fo r th  above, th e  
acco m p an y in g  b a la n ce  sheet, . . ."
Note: Where accounts receivable, inventories, or other items are so im­
portant that failure to form an opinion thereon makes it impossible to 
have any worth-while opinion on the financial statements as a whole, the 
opinion paragraph should be omitted and a denial of an opinion should 
be made.
3. In  cases where we do not believe that the statements fairly present in 
accordance with accepted accounting principles the financial position or 
results from the operations, because of disagreement as to adequacy of 
allowances for estimated losses on accounts receivable, inventories or as to 
other items, then we should take exception as follows:
“ I n  o u r  o p in io n , ex cep t th a t  th e  a llow ances (or som e sim ila r  w o rd ) fo r  
losses o n  acco u n ts  rece iv ab le  a p p e a r  to  be in a d e q u a te  as set fo r th  above, th e  
a cc o m p an y in g  b a la n ce  sh ee t a n d  s ta tem en ts  o f  p ro fit a n d  loss a n d  su rp lu s
p re se n t fa irly  th e  fin an c ia l p o s itio n  of XYZ C o m p an y  a t D ecem b er 31, 19___,
a n d  th e  re su lts  o f its o p e ra tio n s  fo r  th e  y ear th e n  en d ed , in  c o n fo rm ity  w ith  
g en era lly  accep ted  a c c o u n tin g  p r in c ip le s  a p p lie d  o n  a basis c o n sis ten t w ith  
th a t  o f  th e  p re c e d in g  y e ar.”
Note: A violation of accepted accounting principles requires an excep­
tion if the effect thereof is material from the standpoint of financial 
position or operating results or if the point may be significant in the 
determ ination of income. An exception such as the above example re­
moves the item from our opinion, making the reference to accepted 
accounting principles and consistency apply only to the remaining items.
4. An exception on account of inconsistency with the preceding 
year, which does not constitute a violation of accepted accounting prin­
ciples, m ight be expressed as follows:
“ . . . in  co n fo rm ity  w ith  g e n era lly  accep ted  a cc o u n tin g  p r in c ip le s  w hich , 
ex ce p t fo r  th e  ch an g e  (a p p ro v e d  by us) * re fe r re d  to  in  th e  p re c e d in g  p a ra ­
g ra p h , h av e  b e e n  a p p lie d  o n  a basis c o n sis ten t w ith  th a t  o f th e  p re c e d in g  
y e ar.”
5. Exceptions cited on account of separate violations of accepted ac­
* Our approval of the change may appear in the preceding paragraph instead of at 
this point. In certain instances it may be preferable to use a phrase such as “which we 
consider proper” instead of the phrase “approved by us.”
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counting principles and consistency with the preceding year might read 
as follows:
".  . in  co n fo rm ity  w ith  g e n e ra lly  accep ted  a c c o u n tin g  p rin c ip les , e x ce p t fo r  
th e  fa ilu re  to  in c lu d e  o v e rh ea d  in  th e  in v e n to ry  a m o u n t as c o m m en ted  on 
above. Such  p rin c ip les , ex cep t fo r  th e  changes * in  th e  basis o f p ro v id in g  
fo r d e p re c ia tio n  re fe r re d  to  in  th e  p re c e d in g  p a ra g ra p h , h av e  b e e n  a p p lie d  
o n  a basis c o n sis ten t w ith  th a t  o f th e  p re c e d in g  y ear.”
6. There will be cases where the exceptions required to be taken will 
result in too long a sentence, in which case the exception should be stated 
in one or more paragraphs preceding the opinion paragraph and referred 
to in the opinion paragraph. T he following is an example:
‘‘I n  th e  p r ic in g  o f  in v en to ries , th e  co m p a n y  has a d o p te d  th e  last-in  first-out 
m e th o d  of d e te rm in in g  cost in s te a d  of th e  first-in  first-ou t m e th o d  p re ­
v iously  used . Such ch ange , w h ich  we co n sid e r p ro p e r, h a d  th e  effect o f 
re d u c in g  th e  a m o u n ts  s ta te d  fo r  in v en to rie s  a t D ecem b er 31, 19— , by 
$000,000.00 a n d  re d u c e d  th e  n e t  p ro fit, a f te r  in co m e taxes, show n  fo r  th e  
y ear by  $000,000.00.
‘‘In  o u r  o p in io n , th e  acco m p an y in g  b a la n ce  sh ee t a n d  s ta te m en ts  o f p ro fit 
a n d  loss a n d  su rp lu s  p re se n t fa ir ly  th e  f in an c ia l p o s itio n  o f XYZ C o m p an y
a t D ecem b er 31, 19 ., a n d  th e  resu lts  o f  its o p e ra tio n s  fo r  th e  y ea r th en
e n d ed , in  co n fo rm ity  w ith  g en era lly  accep ted  a c c o u n tin g  p r in c ip le s  w hich , 
ex cep t as s ta te d  in  th e  p re c e d in g  p a ra g ra p h , h ave  b e e n  a p p lie d  o n  a basis 
c o n sis ten t w ith  th a t  o f th e  p re c e d in g  y ear.”
It is, in many cases, preferable to cover an exception on account of 
inconsistency which does not constitute a violation of accepted accounting 
principles and a statement as to the consistency of the remaining items 
in the financial statement, in an interm ediate paragraph, thus avoiding 
any reference to consistency in the opinion paragraph. An example of 
such a paragraph follows:
‘‘T h e  a c c o u n tin g  po lic ies fo llo w ed  by  th e  c o m p an y  h av e  b e e n  c o n sis ten t 
w ith  those  o f th e  p re c e d in g  y ear ex ce p t w ith  re sp ec t to  th e  p r ic in g  o f in ­
v en to ries . I t  h as b e e n  th e  co m p a n y ’s c o n sis ten t po licy  in  th e  p ast to  p rice
a ll in v en to rie s  by  th e  first-in  first-out m e th o d . As o f D ecem b er 31, 19___ ,
th e  c o m p an y  has a d o p te d , w ith  o u r  a p p ro v a l, th e  las t-in  first-ou t m e th o d  
fo r th e  p r ic in g  o f ra w  m ate ria ls , th e  effect o f w h ich  was to  re d u ce  n e t  p ro fits  
by  $000,000.00 (o r as e x p la in e d  in  N o te  X  to  th e  a cc o m p an y in g  fin an c ia l 
s ta te m en ts) .”
In such a case the opinion paragraph could read as follows:
‘‘In  o u r  o p in io n , th e  a cc o m p an y in g  b a la n ce  sh ee t a n d  s ta tem en ts  o f p ro fit 
a n d  loss a n d  su rp lu s  p re se n t fa ir ly  th e  f in an c ia l p o sitio n  o f XYZ C o m p an y
a t D ecem b er 31, 19___, a n d  th e  resu lts  of its o p e ra tio n s  fo r  th e  y ear th e n
e n d ed , in  co n fo rm ity  w ith  g e n e ra lly  accep ted  a c c o u n tin g  p r in c ip le s .”
7. There will be cases where we accept on the authority of qualified 
persons certain inform ation which it is not within our province to de­
*  In this example it is assumed that our opinion of the change has been stated in the 
preceding paragraph.
C h . 19] A P P E N D IX  C 19
termine, such as actuarial data with respect to an insurance company. In 
such cases the circumstances would ordinarily be explained in an in ter­
mediate paragraph, and the opinion paragraph would be qualified as 
follows:
" I n  o u r  o p in io n , a cc ep tin g  th e  a d eq u acy  o f th e  s ta tu to ry  reserves as d e te r ­
m in e d  by  th e  c o m p a n y ’s ac tu ary , th e  acco m p an y in g . . ."
Opinions in First Examinations
If the report is for our first examination, an opinion as to consistency 
will require making the necessary examination of the principles followed 
in the preceding year or being otherwise satisfied as to such principles. 
T he advisability of such examination will be determined by the circum­
stances in each case. If our first examination follows previous examina­
tions by other recognized independent accountants we may be enabled 
to express an opinion as to consistency in reliance upon information 
available from the report of such other accountants with tests by us as to 
application in the previous year of the principles followed.
Denial of an Opinion
In  engagements where the scope of examination has been limited to 
such an extent that it does not conform with normal procedure in some 
im portant respect, and reasonable satisfaction cannot be obtained by 
means of other auditing procedures, in addition to a disclosure of such 
limitations, the accountants’ report should contain, in lieu of the opinion 
paragraph, a statement of the reasons why an opinion cannot be given. 
This will apply in cases where satisfaction cannot be obtained with the 
receivables except through communication with the debtors, or with the 
inventory except through making or observing the making of physical 
tests. An exception in the opinion paragraph will not be sufficient. In 
such cases the concluding paragraph of our report should state that an 
opinion cannot be given for the reason that our procedures have been in­
sufficient with respect to receivables and inventories (or either) to warrant 
our expressing an opinion on the financial statements. This will apply 
only to situations where receivables and inventory (or either) are so 
im portant that failure to form an opinion thereon makes it impossible 
to have any worth-while opinion on the financial statements as a whole.
T he following are suggested wordings for denial of an opinion:
“As th e  scope of o u r  e x a m in a tio n  d id  n o t  in c lu d e  tests o f th e  trad e  acco u n ts  
rece iv ab le  by  co m m u n ica tio n  w ith  d eb to rs , we are  u n a b le  to  express an  
o p in io n  u p o n  th e  fin an c ia l s ta te m en ts .”
or
“As th e  scope o f o u r  e x a m in a tio n  d id  n o t in c lu d e  tests o f th e  physical in ­
v e n to ry  q u a n ti t ie s  o r  obse rv an ce  o f th e  in v en to ry -tak in g  a n d , as we w ere  
u n a b le  to  satisfy  ourselves by  o th e r  m ean s as to  th e  a m o u n t a t  w h ich  th e  
in v e n to ry  is sta ted , we are  n o t  in  a p o s itio n  to  express a n  o p in io n  u p o n  th e  
f in an c ia l s ta te m en ts .”
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If the system of internal control is not sufficient to justify reliance 
thereon, or if other accounting procedures are inadequate, and the ex­
am ination permitted has been less in scope than is considered necessary 
to express an opinion on the statements taken as a whole, no opinion can 
be given. T he following is a suggested wording for denial of an opinion 
in such a case:
“As th e  a c c o u n tin g  p ro ced u re s  o f th e  co m p a n y  d id  n o t a p p e a r  to  us to  be  
a d e q u a te  to  a fford  sa tisfac to ry  reco rd s o f th e  tran sac tio n s  a n d , as we w ere  
n o t  p e rm it te d  to  e x te n d  th e  scope of o u r  e x a m in a tio n  to  th e  e x te n t w h ich  
we co n sid e red  necessary  in  view  o f such  in a d e q u a te  p ro ced u re s , we are  u n a b le  
to  express an  o p in io n  u p o n  th e  fin an c ia l s ta te m en ts .”
Signature
Sign the firm name to conform with the form on the letterhead. Report 
should not be closed with “Very truly yours” or any other complimentary 
close.
Use the title “Certified Public Accountants” under the signature, where 
permissible under state law.
T he report should not include any expression of appreciation for 
courtesies and co-operation of the client’s staff.
Introductory and Opinion Paragraphs for Consolidated Statements
T he following wording is suggested for the introductory and opinion 
paragraphs in the accountants’ reports which accompany consolidated 
statements:
“W e h ave  e x a m in e d  th e  co n so lid a ted  b a la n ce  sh ee t o f XYZ C o m p an y  a n d  its
su b sid ia rie s  (o r its co n so lid a ted  subsid iaries) as of D ecem b er 31, 19___, a n d
th e  re la te d  s ta te m en ts  o f p ro fit a n d  loss (o r incom e) a n d  su rp lu s  fo r  th e  
y ear th e n  e n d ed . O u r  e x a m in a tio n  was m ad e  in  acco rd an ce  w ith  g en era lly  
accep ted  a u d it in g  s ta n d ard s , a n d  acco rd in g ly  in c lu d e d  such  tests o f th e  
a cc o u n tin g  reco rd s a n d  such  o th e r  a u d it in g  p ro ced u re s  as we co n sid ered  
necessary  in  th e  c ircum stances.
“ In  o u r  o p in io n , th e  a cc o m p an y in g  b a la n ce  sh ee t a n d  s ta te m en ts  o f p ro fit 
a n d  loss (o r incom e) a n d  su rp lu s  p re se n t fa irly  th e  c o n so lid a ted  fin an c ia l 
p o s itio n  o f XYZ C o m p an y  a n d  its su b sid ia rie s  (or its co n so lid a ted  su b ­
sid iaries) a t D ecem b er 31, 19___, a n d  th e  co n so lid a ted  resu lts  o f th e ir  o p e ra ­
tio n s fo r th e  year th en  en d ed , in  c o n fo rm ity  w ith  g en era lly  accep ted  
a c c o u n tin g  p r in c ip le s  a p p lie d  o n  a basis c o n sis ten t w ith  th a t  o f th e  p re ce d in g  
y e ar.”
It is usually not necessary to identify the subsidiaries by name, but 
when it is desired to show the name or names of the subsidiaries, the 
form is:
A. B. C o m p an y  a n d  su b sid iaries, X  C o m p an y  a n d  Y C o m p an y
If there are unconsolidated subsidiaries, use:
A. B. C o m p an y  a n d  co n so lid a ted  subsid ia rie s , X  C o m p an y  a n d  Y C o m p an y
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If the consolidated subsidiaries can be concisely described to distinguish 
them from the unconsolidated subsidiaries, it is preferable to use such 
description, both in the accountants’ report, on the report cover, and in 
the headings of the financial statements. Examples of such distinguishing 
descriptions are:
W ho lly -o w n ed  su b sid ia rie s
W ho lly -o w n ed  d o m estic  su b sid ia rie s
W h o lly -o w n ed  re ta il  su b sid ia rie s
M a n u fa c tu r in g  su b sid ia rie s
D om estic  m a n u fa c tu r in g  su b sid ia rie s
D om estic  su b sid ia rie s
U n ite d  S tates a n d  C a n a d ia n  sub sid ia rie s
Care must be taken to select a description which is m utually exclusive 
and is not equally applicable to one or more of the unconsolidated sub­
sidiaries. In some cases it may be preferable to describe the basis of con­
solidation in a footnote in order to avoid any misunderstanding as to 
inclusion or exclusion.
Introductory and Opinion Paragraphs for Both Parent and 
Consolidated Statements
T he report on examination for a company which has consolidated sub­
sidiaries will usually include only the consolidated financial statements 
and our opinion will extend only to them. However, there will be cases 
where separate financial statements (particularly the balance sheet) of 
the parent company with our opinion on them will also be required, as 
in the case of certain reports to be used for bank credit purposes.
T he following wording is suggested for the introductory and opinion 
paragraphs in the accountants’ reports which accompany both parent 
company and consolidated statements:
“W e h ave  e x a m in e d  th e  b a la n c e  sh ee t of th e  XYZ C o m p an y  a n d  th e  co n ­
so lid a te d  b a la n ce  sh ee t o f th e  co m p an y  a n d  its su b sid ia rie s  (o r its conso l­
id a te d  su b sid ia rie s) as o f D ecem b er 31, 19___, a n d  th e  re la te d  s ta tem en ts  of
p ro fit a n d  loss (or incom e) a n d  su rp lu s  fo r  th e  y ear th e n  en d ed . O u r  ex am ­
in a tio n  was m ad e  in  acco rd an ce  w ith  g e n e ra lly  accep ted  a u d it in g  s tan d ard s , 
a n d  acco rd in g ly  in c lu d e d  such  tests of th e  a c c o u n tin g  reco rd s a n d  such  o th e r  
a u d it in g  p ro ced u re s  as we co n sid e red  necessary  in  th e  c ircum stances.
“ I n  o u r  o p in io n , th e  a cc o m p an y in g  b a la n ce  sheets a n d  s ta te m en ts  o f p ro fit 
a n d  loss (o r incom e) a n d  su rp lu s  p re se n t fa ir ly  th e  f in an c ia l p o s itio n  of 
XYZ C o m p an y  a n d  th e  co n so lid a ted  f in an c ia l p o s itio n  of th e  c o m p an y  a n d  its
su b sid ia rie s  (o r its co n so lid a ted  su b sid iaries) a t D ecem b er 31, 19___, a n d  th e
resp ec tiv e  resu lts  o f th e ir  o p e ra tio n s  fo r th e  y ear th e n  e n d ed , in  c o n fo rm ity  
w ith  g e n era lly  accep ted  a c c o u n tin g  p r in c ip le s  a p p lie d  o n  a basis co n sis ten t 
w ith  th a t  o f th e  p re c e d in g  y ear.”
If the balance sheet but not the separate income (or profit and loss) 
account of the parent company is to be covered by our opinion, the 
wording of the opinion paragraph in the preceding illustration would be 
changed to “. . . and the consolidated results of their operations. . . .”
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Accountants' Reports Pertaining to Data Which are Not a 
Part of the Financial Statements
W hen it is necessary to issue an accountant’s report with respect not 
only to the financial statements bu t to data supplemental to the financial 
statements, such as the schedules prescribed by Regulation S-X for state­
ments to be filed with the Securities and Exchange Commission, such 
supplemental data should be identified in both the introductory para­
graph and in the opinion paragraph; but they should not be referred to in 
such a m anner as to imply that they are a part of, or essential to a fair 
presentation of, the financial statements. Such an implication would be 
contrary to the basic premise that the financial statements must be com­
plete in themselves. T he following wording is appropriate for the in­
troductory paragraph in such situations:
“W e have  e x a m in e d  th e  b a la n ce  sh ee t of XYZ C o m p an y  as o f D ecem b er 31,
19___, th e  re la te d  s ta te m en ts  o f p ro fit a n d  loss (or incom e) a n d  su rp lu s  fo r
th e  year th e n  e n d ed , a n d  th e  schedu les lis ted  in  th e  acco m p an y in g  in d ex . 
O u r  e x a m in a tio n  was m ad e  in  acco rd an ce  w ith  g en era lly  accep ted  a u d itin g  
s tan d ard s , a n d  acco rd in g ly  in c lu d e d  such  tests o f  th e  a cc o u n tin g  reco rd s a n d  
such  o th e r  a u d it in g  p ro c ed u re s  as we co n sid e red  necessary  in  th e  c irc u m ­
stan ces.”
Alternative wording for “the schedules listed in the accompanying 
index” might be “ the schedules listed on the following page” or “the 
accompanying schedule of supplementary profit and loss inform ation.”
Avoid terminology such as “supporting schedules” or “related sched­
ules,” as its use implies that the financial statements are not complete 
w ithout the schedules.
O ur opinion with respect to such schedules is preferably to be expressed 
by adding at the end of the usual opinion paragraph a separate sentence 
somewhat as follows:
“ F u rth e r , it  is o u r  o p in io n  th a t  th e  schedu les p rev io u sly  re fe r re d  to  p re se n t 
fa irly  th e  in fo rm a tio n  th e re in  set fo r th .”
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Appendix D
Extracts from
A REPORT FORM AND PRESENTATION MANUAL
☆
The sections contained in this appendix are from a Re­
port Form and Presentation M anual currently in use by 
one large firm . There is no separation in this manual of 
the material on financia l statement presentation and the 
instructions on other aspects of report presentation.
The appendix material in Chapter 18 deals with the 
statement presentation aspect of report writing. The 
material presented there might be incorporated in a 
manual along with material such as is given here or in 
Appendix C.
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300-GENERAL RULES APPLICABLE TO FINANCIAL STATEMENTS 
Section 3001 — Introduction
R ec o g n it io n  o f the ad vantages o f stan d ard ization  in  the p resen ta tion  
o f ou r reports has led  to the a d o p tio n  o f  the ru les co n ta in ed  in  this part 
o f the m an u al. O b v iou sly , the ru les d o  n o t cover a ll types o f situ a tio n s  
an d  lik e  a ll ru les there m ay b e ex cep tio n s. W h en  an  a cco u n ta n t fee ls that  
an  ex c ep tio n  sh o u ld  b e m ade to on e  or m ore o f the ru les co n ta in ed  h ere in  
h e sh o u ld  set forth  in  h is w o rk in g  papers the reasons therefor in  order  
that those w h o  rev iew  the report m ay pass on  the reason ab leness o f the  
p rop osa l.
T h e r e  is n o th in g  necessarily  p erm an en t ab o u t the p rocedures set forth  
h ere in . Staff accou n tan ts are in v ited  to su b m it su ggestion s on  any p o in t, 
an d  it  is ex p ected  that such  suggestion s w ill  lead  to freq u en t m od ifica tion s  
o f the m an u a l. P lease su b m it a ll suggestion s in  w r itin g  to the research  
d ep a rtm en t so that you r id ea  m ay receive ad eq u ate  con sid eration .
T h e  m a n u a l deals o n ly  w ith  standards of d isclosure in  fin an cia l state­
m en ts o f m a n u fa c tu r in g  an d  m ercan tile  com p an ies an d  is n o t  in te n d ed  to  
d ea l w ith  a cco u n tin g  p r in c ip les  an d  procedures w h ich  are in v o lv ed  in  the  
d eterm in a tio n  o f the am ou n ts sh ow n  in  such  statem ents n or w ith  the  
e x te n t  o f d isclosure con sid ered  desirab le in  sta tem ents o f such  en terprises  
as banks, stock  brokerage firms, p u b lic  u tilit ie s  an d  in su ran ce com p an ies. 
T h e  standards set forth  h ere in  are n o t to be con stru ed  as su b stitu tes for  
the exercise o f ju d g m en t w here furth er  d isclosure is necessary to  avo id  
a m b ig u ity  or to p rev en t a sta tem en t from  b e in g  m islead in g .
A m o u n ts w h ich  are n o t sign ifican t in  d egree n eed  n o t b e sh ow n  sepa­
rately. C are sh ou ld  b e taken  to presen t fin an cia l sta tem ents in  such form  
th at the sign ifican t in fo rm a tio n  is read ily  d iscern ib le; to ach ieve  this en d  
n e g lig ib le  or in sig n ifica n t am ou n ts are u su a lly  b etter  g rou p ed  w ith  such  
o th er  item s as m ost c losely  ap p ro x im a te  th e ir  nature.
In  gen eral, a ll ru les in  the A cco u n tin g  R esearch  B u lle tin s  an d  S tate­
m en ts o f A u d it in g  P rocedure o f the A m erican  In stitu te  o f A ccou n tan ts  
an d  the A cco u n tin g  Series R eleases o f  the S ecurities an d  E xch an ge C om ­
m ission  sh all be observed . E ach  acco u n ta n t sh o u ld  h ave a co m p lete  file  
o f such  sta tem ents at a ll tim es and  sh ou ld  be w h o lly  fam iliar  w ith  them .
Section 3002 — Form of Reports
O u r a u d it reports (o th er than  reports covering  sp ec ia l assignm ents) 
m ay b e classified  accord in g  to three gen era l types:
A. S h o r t  rep o r t  consisting of certificate, balance sheet, statement of income, 
statement of retained earnings and, where necessary, statement of contributed 
capital.
B. Short  report  w i th  su p p l e m e n tal s ta tem en ts  consisting of certificate, balance 
sheet, statement of income and statements of retained earnings and con­
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tributed capital, supplemented by other schedules. In this type of report all 
statements not referred to in the certificate shall be segregated and shown 
follow ing a page titled S u p p le m e n ta l  S ta te m e n ts  in such a way that it is 
apparent that the certificate does not extend to the supplemental statements.
C. L o n g  rep o r t  consisting of report letter in detail, balance sheet, statement of 
income, statements of retained earnings and contributed capital and such 
other statements as are deemed necessary. In this type of report the certificate 
shall appear at the beginning of the report, in full, with any necessary 
qualifications included therein. T he remaining comments shall then follow, 
being separated from the certificate by a short line of dashes. As in Type B 
reports, the supplemental statements not m entioned in the certificate shall 
be separated from the other statements by a page titled S u p p le m e n ta l  S ta te ­
m ents .
T y p e  A  or T y p e  B reports are preferred. T h e  lon g-form  report d esig ­
n ated  as T y p e  C is to be used  o n ly  at the specific requ est o f the c lien t  
and  requ ires the ap p rova l o f the partner in  charge o f the account.
Section 3003 — Indexing
A n  in d e x  is n o t req u ired  for a T y p e  A  report b u t m ust be presen ted  
w ith  a ll reports o f T y p e  B or T y p e  C. T h e  in d e x  sh ou ld  be prepared  by  
the a cco u n ta n t in  charge as part o f the draft o f the report.
A n  in d e x  sh o u ld  gen era lly  be p rov id ed  for special reports o f any k ind  
w h ich  co n ta in  tw o or m ore schedu les or statem ents. T h e  title  o f each  
sch ed u le  in  the in d e x  sh all con form  exactly  to the t itle  ap p earin g  on  the  
sta tem ent. A ny  reference in  the tex t o f a report to a sta tem en t sh o u ld  use 
the exact t itle  o f the statem ent.
I llu stra tio n s o f  in d ex es for T y p e  B an d  T y p e  C reports are presen ted  
in  S ection  3902.
Section 3004 — Prevention of Errors
A  con sid erab le  a m o u n t o f unnecessary rew ritin g  is occasion ed  by errors 
w h ich  can be p reven ted  by a d d it io n a l care on  the part o f the accou n tan t  
d ra ftin g  the report.
T h e  types o f errors w h ich  m ost freq u en tly  arise are these:
1. Errors in proper names. These errors frequently occur because of illegible 
or careless writing. T o  remedy this, it is suggested that all proper names of 
persons and companies be printed; names of corporations, partnerships, 
trusts, estates and titles of securities should be exact and should not be 
guessed at or carelessly written.
2. Errors in footing. These happen most frequently in the copying of a previous 
year’s figures especially when they are not refooted. All statements or 
schedules must be footed by the accountant, even though copied from work 
sheets or prior reports.
3. Errors in percentages. Errors in percentages frequently occur in that the 
percentage listings do not add up to the indicated total. Percentage figures 
should always be balanced with the totals or rechecked if there is no self­
balancing figure to check against.
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4. Errors in  copying. Reports are frequently drafted on the basis of a previous 
year’s form without adequate check to determine that all items are applicable 
to the current year. T he current report should be prepared as a new project 
and unwarranted adherence to a previous report should be avoided.
5. Errors in text matter. Many reports contain inconsistencies, unnecessary 
repetitions and other errors of form which could be avoided by a rereading 
and an interchecking of the text prior to release for review and typing.
6. Failure to make complete correction of an error when discovered. Fre­
quently errors are discovered after a report has been drafted and prior to 
typing. Failure to correct the error at every point affected makes intercheck­
ing impossible and holds up a report unnecessarily.
Report drafts should be prepared in such a way that headings, cap­
tions, descriptions and amounts are clear to the typists. Their task should 
be one of copying only, and they should not have to correct such matters 
as indentation and punctuation. “Tick” marks should not be made 
too close to the amounts shown in the draft of the reports, and cor­
rections should always be made above the line because of the fact that 
the typists use “Line-a-time” machines.
The amount of loss occasioned by errors of the type described herein 
is serious because it involves repetition of typing, checking, interchecking 
and review; the greatest saving can be accomplished at the source of the 
errors with very little additional expenditure of time by the accountant. 
Accordingly, all staff members should give this subject the additional 
attention it deserves.
To implement this request, the typing department will keep a copy of 
all pages which require rewriting by reason of accountants’ errors. These 
will be tabulated monthly and brought to the attention of the partners.
310-CERTIFICATE
Section 3101 — Addressing the Certificate
In Type A and Type B reports the certificate shall contain no saluation 
and no complimentary close. The city, state and date shall appear in the 
lower left-hand corner below the level of the manual signature.
In Type C reports a saluation and a complimentary close are required. 
The complimentary close shall be the word “respectfully.” The date shall 
appear in the upper right-hand corner of the first page of the report, and 
the reference to the city and state will not appear after the manual signa­
ture. Examples of the addressing of reports of Types A, B and C appear 
in Section 3903.
The date of the certificate shall be the date of completion of work in 
the client’s office.
The name of a corporation appearing in the certificate and in the 
headings of financial statements must be the exact name appearing in 
the corporation charter. Names of unincorporated organizations must
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b e the exact trade or business nam e, an d  the n am e o f an  in d iv id u a l m ust  
co n ta in  e ith er  a fu ll first n am e or m ore than  o n e  in itia l.
Section 3102 — Body of Certificate
T h e  b ody  o f the certificate sh o u ld  be in  the la test form  prescribed  by 
the A m erican  In stitu te  o f  A ccou n tan ts, a cop y o f w h ich  appears in  
S ection  3905.
Im m ed ia te ly  fo llo w in g  the first ap pearan ce o f the n am e o f the com p an y  
in  the b ody o f the certificate, the n atu re  o f the en tity  sh a ll b e stated  
p aren th etica lly ; for exam p le:
(an Illinois corporation)
(an Illinois corporation, not for profit)
(an Illinois lim ited partnership)
(a partnership)
(Samuel Elves, sole proprietor)
Section 3103 — Qualifications
Q u a lifica tio n s in  the certificate an d  varia tion s o f any k in d  from  the  
standard  certificate w ord in g  are m atters w h ich  m ust b e g iven  carefu l and  
th orou gh  con sid era tion . If the item  to w h ich  ex c ep tio n  is taken  is m a te­
ria l, con sid era tion  m ust b e g iven  to its effect u p o n  the o p in io n . In  
S ta tem en t on  A u d it in g  P rocedure N o . 23, “C larifica tion  o f A cco u n ta n t’s 
R ep o rt W h en  O p in io n  is O m itte d ” it is stated:
“T he independent certified public accountant should not express the opinion  
that financial statements present fairly the position of the company and the 
results of its operations, in conformity with generally accepted accounting 
principles, when his exceptions are such as to negative the opinion, or when 
the examination has been less in scope than he considers necessary to express 
an opinion on the statements taken as a whole. In such circumstances, the 
independent certified public accountant should state that he is not in a 
position to express an opinion on the financial statements and indicate 
clearly his reasons therefor. H e may also, if appropriate, comment further 
as to compliance of the statements with generally accepted accounting prin­
ciples in respects other than those which require the denial of an over-all 
opin ion .”
W h en ever the n eed  for q u a lifica tion  in  the certificate becom es ap paren t, 
the p rob lem  sh o u ld  be im m ed ia te ly  b rou gh t to the a tten tio n  o f  a partner  
so that h e  can d eterm in e w h eth er  the scope o f the a u d it sh ou ld  be 
ex ten d ed , the certificate q u a lified , or n o  certificate g iven . T h is  is a 
p rob lem  d irectly  affectin g  the firm's re la tio n sh ip  w ith  the c lien t  and  
sh o u ld  be d ea lt w ith  at the p artnersh ip  level.
In  gen eral, q u a lifica tion s can be classified  as fo llow s:
1. Qualifications due to limitations upon the scope of the examination (auditing 
procedure).
2. Qualifications due to peculiarities and/or deficiencies in the accounts or 
procedures of the company examined (accounting principle).
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3. Qualifications due to contingencies, the effect of which cannot be measured 
at the date of our examination (circumstances beyond the control of both 
the company and the auditor).
4. Combinations of (1), (2) and (3).
W ith rare exceptions, the above types of qualification require the 
following treatm ent in the certificate:
1. Auditing procedure — explanation of the procedure omitted in the first para­
graph and a reference thereto in the opinion paragraph.
2. Accounting principle — explanation of the peculiarity in a special (middle) 
paragraph and reference thereto in the opinion paragraph.
3. Circumstances beyond the control of both the company and the auditor — 
explanation of the circumstances in a special (middle) paragraph and refer­
ence thereto in the opinion paragraph.
If a peculiar accounting practice or a change in the application of 
accounting principles within a period under examination is completely 
explained in notes to the financial statements, it is considered sufficient 
if the opinion paragraph of the certificate makes sufficient mention of 
the item to identify it and includes a reference to the note involved.
In  certain cases where the examination has been limited (generally in 
respect to confirmation of receivables and /o r physical test of inventories) 
it is possible to satisfy ourselves as to the accuracy of the statements by 
some means other than the auditing procedure omitted. W hen this is 
done, the second sentence of the first paragraph should read somewhat 
as follows:
“With the exception that we made no physical tests of the quantities com­
prising the merchandise inventories, as to which we have satisfied ourselves 
by other means, our examination was made in accordance with generally 
accepted auditing standards, and accordingly included such tests of the 
accounting records and such other auditing procedures as we considered 
necessary in the circumstances.”
No reference to the exception is then required in the opinion paragraph.
Omission of an accepted auditing procedure is a serious m atter and 
must have specific approval by the supervisor. Substitution of other 
audit tests with the intention of giving a “clean opinion” is even more 
serious. In every case the working papers must adequately support the 
expression “as to which we have satisfied ourselves by other means.”
In drafting certificates containing qualifications, every effort should 
be made to avoid “weasel words” and to obtain readability with a clear 
statement of the qualification. Section 3906* includes examples of certifi­
cates with wording to cover the various types of qualification discussed 
here. In addition, the review departm ent has a selection of our own 
certificates and certificates of other firms which covers a wide range of 
special problems.
* Sections which concern financial statements have been omitted in this Appendix. 
E d i to r .
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Section 3104 — Reference to Internal Control
T h e  standard  certificate im p lie s  th at w e h ave rev iew ed  the system  of  
in tern a l con tro l and  the a cco u n tin g  procedures. B efore re leasin g  the  
draft o f the report the acco u n ta n t m u st m ake certa in  th at h is  papers co n ­
ta in  in fo rm a tio n  re la tive  to the system  o f in tern a l co n tro l an d  h is rev iew  
thereof.
Section 3105 — Reference to Generally Accepted Auditing Standards
T h e  standard  certificate con ta in s the exp ression  “in  accord ance w ith  
g en era lly  accep ted  a u d it in g  standards, an d  in c lu d in g  . . . such  a u d it in g  
p rocedures as w e con sid ered  necessary in  the circum stances.” B efore an  
a u d it rep ort is re leased  the su pervisor an d  the rev iew er m u st satisfy th em ­
selves th at the a u d it  was m ade in  accordance w ith  gen era lly  accep ted  
a u d it in g  standards; if  there w as an  om ission  o f  an y  p rocedu re o rd in arily  
con sid ered  necessary, the d eficien cy  in  p roced u re sh o u ld  be corrected  or 
the certificate m u st be q u a lified  accord in g ly  (see S ection  3103). E very  
acco u n ta n t m ust be fam iliar  w ith  the a u d it in g  standards an d  procedures  
set forth  in  the p a m p h le t  “A u d its  by C ertified  P u b lic  A cco u n ta n ts” and  
in  the “S tatem en ts o n  A u d it in g  P roced u re” issued  by the A m erican  
In stitu te  o f  A ccou n tan ts.
Section 3106 — Reference to Consistency
A n y  lack  o f  con sisten cy  in  the a p p lica tio n  o f  a cco u n tin g  p r in c ip les  
a n d /o r  any ch an ge in  a cco u n tin g  p rocedu res w h ich  m a ter ia lly  affect the  
fin an cia l sta tem ents m u st be m en tio n ed  in  the o p in io n  p aragraph  o f the  
certificate. I f  the fin an cia l sta tem en t, togeth er  w ith  the n o tes thereto , 
a d eq u a te ly  e x p la in  the ch an ge in  p r in c ip le  or p rocedu re an d  its effect, a 
reference to the ex p la n a to ry  n o te  in  the o p in io n  paragraph  is sufficient. 
If the fin an cia l sta tem ents fa il to e x p la in  the n a tu re  o f the in con sisten cy , 
an  ex p la n a tio n  in  a m id d le  p aragraph  o f ou r certificate is req u ired  p lu s  
a reference thereto  in  the o p in io n  paragraph.
In  the m ajority  o f cases there w ill b e n o  lack  o f  con sistency , in  w h ich  
case the standard  certificate w o rd in g  (“a p p lied  o n  a basis con sisten t w ith  
that o f the p reced in g  year”) w ill  ap p ly . In  reports coverin g  the first year  
o f a c l ie n t ’s ex isten ce  the a cco u n ta n t sh o u ld  o m it  an y  such  reference to  
consistency . D u r in g  ou r first a u d it o f a c lien t  n o t in  its first year o f  
ex isten ce , a check  m u st be m ade o f the p r in c ip le s  fo llo w ed  d u r in g  the  
p rev iou s year in  order th at w e m ay g iv e  an  o p in io n  as to  consistency.
R ep orts  coverin g  p eriod s o th er  than  on e  year m ay co n ta in  the phrase  
“con sisten t w ith  that o f  p reced in g  fiscal p er io d s.”
R ep orts  coverin g  lo n g  p eriods, such  as three years, in  s itu a tio n s  w here  
w e are n o t prep ared  to g ive  an  o p in io n  as to con sisten cy  w ith  p rior  
periods, m ay con ta in  the phrase “a p p lied  on  a con sisten t basis d u r in g  
the p eriod  u n d er rev iew .”
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Section 3107 — Expression of Opinion
S ta tem en t on  A u d it in g  P rocedure N o . 23 recom m en ds that w henever  
fin an cia l sta tem ents appear o n  the stationery  or in  a report over the sign a ­
ture o f an in d e p e n d en t certified  p u b lic  accou n tan t, they sh o u ld  b e accom ­
p a n ied  by a clear-cut in d ica tio n  o f the character o f  the ex a m in a tio n  m ade  
by the accou n tan t an d  an exp ression  o f o p in io n  regard in g  the statem ents  
taken  as a w h o le  or an assertion  to the effect that such  an  o p in io n  can n ot  
be expressed  togeth er  w ith  the reason w hy  n o  o p in io n  can be g iven . T h is  
m ean s th at it  is n o t  con sid ered  go o d  p ractice to issue the fin an cia l state­
m en ts o f a c lien t  (a) in  covers im p r in ted  w ith  the firm  nam e, (b) on  
w aterm arked  paper, or (c) over the firm sign ature un less a d efin ite  exp res­
sion  o f o p in io n  as to the fin an cia l sta tem ents is issued  w ith  them  or the  
assertion  is m ade, w ith  su p p o rtin g  reasons, that n o  over-all o p in io n  can  
b e g iven .
T h e  firm  wi ll, therefore, co n tin u e  to issu e finan cia l statem ents p re­
p ared  for c lien ts  on  p la in  w h ite  p aper in  p la in  covers. If the firm  sign a­
ture is requ ired , it  is essen tia l that an  ex a m in a tio n  be m ade an d  its 
scope and  the resu lts th ereo f stated  in  a report p reced in g  the signature.
Section 3108 — Reference to Generally Accepted Accounting Principles
T h e  o p in io n  paragraph  o f the standard  certificate con ta in s the state­
m en t that the fin an cia l sta tem ents are fa irly  p resen ted  in  con form ity  w ith  
g en era lly  accep ted  a cco u n tin g  p rin cip les.
E very acco u n ta n t is ex p ec ted  to be fam iliar  w ith  the various sources o f  
a cco u n tin g  litera tu re  in  w h ich  these a cco u n tin g  p r in c ip les  are d iscussed . 
A m o n g  these are the series o f “A cco u n tin g  R esearch  B u lle t in s” issued  by 
the C o m m ittee  o n  A cc o u n tin g  P rocedure o f the A m erican  In stitu te  o f  
A ccou n tan ts , an d  the series o f a cco u n tin g  releases issued  by the S ecurities  
an d  E xch an ge C om m ission .
G enera l ru les m ay be su bject to ex cep tio n s  b u t any dep arture from  
g en era lly  accep ted  acco u n tin g  procedures co n ta in ed  in  the “A cco u n tin g  
R esearch  B u lle t in s” m ust be justified  by the a cco u n ta n t a d o p tin g  or ac­
cep tin g  such d ep arture an d  m ust be im m ed ia te ly  b rou gh t to the a tten tio n  
o f a partner. A n y  report co n ta in in g  a d ep arture from  gen era lly  accep ted  
a cco u n tin g  p r in c ip les  m ust have the expressed  ap prova l o f a partner as to  
form  and  co n ten t before the report can be released .
320-BALANCE SHEET
Section 3201 — Heading and General Form
O u r p o licy  is to co n tin u e  to favor the o r th o d o x  form  o f b a lance sheet 
as again st the new “sta tem en t o f fin an cia l c o n d it io n ” in  w h ich  current  
lia b ilit ie s  are d ed u cted  from  current assets and  o th er  assets an d  lia b ilit ie s
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then added or subtracted. We recognize, of course, that the financial 
statements are the client’s and that our function is only to determine 
that they “present fairly’’ the financial position and results of operations. 
Yet in most cases we will continue to urge use of the orthodox balance 
sheet because we feel it is best adapted to serve management, stockholders 
and creditors alike. We do not oppose preparation of other statements 
from our standard presentation but prefer to certify only to the form 
described in this Part 320. If a client insists upon some other form, the 
m atter should immediately be brought to the attention of the partner 
in charge.
W herever double-entry books are kept, there shall be no substitute for 
the caption “Balance Sheet’’ except in cases of banks (Statement of Con­
dition) or other specialized situations.
Except where there are but few accounts to appear in the balance sheet, 
it shall be prepared in balance form with assets on the left and liabilities 
on the right.
T here shall be no substitute for either of the captions “Assets’’ or 
“Liabilities,” regardless of the type of the business entity, unless the 
entity is a bank or a regulated utility.
Section 3202 —  Captions
T he following balance sheet captions are to be used unless conditions 
specifically warrant the use of other captions:
Current Assets 
Investments 
Fixed Assets 
Other Assets 
Intangible Assets 
Deferred Charges 
Current Liabilities
Noncurrent Liabilities (where not 
funded)
Funded Debt 
Long-term Obligations 
Reserves
Deferred Income 
Capital
Additional captions may be needed in certain situations; for example, 
“Investment in Subsidiary Company” (see Section 3220).
Ordinarily, marginal captions shall be underlined and unpunctuated, 
and, if differing from the foregoing, shall be brief and generic. When 
only one item appears under a caption, the caption shall be singular. 
Each marginal caption used in the balance sheet shall result in only one 
am ount in the finally extended column. No dollar am ount may ever 
appear on the same line with a balance sheet caption; an explanation 
of the item shall always be given; for example:
DEFERRED CHARGE 
Unamortized bond discount $25,000.00
T he captions listed herein shall be used for all mercantile or m anu­
facturing companies. Other classifications may have to be devised for 
financial houses, public utilities and other specialized concerns. In  many
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cases the classification to be used by public utilities is prescribed by 
regulatory authorities and should be followed.
Section 3210 — Current Assets
This caption should include only assets which come within the defi­
nition of current assets as set out in Accounting Research Bulletin No. 30 
as follows;
“For accounting purposes, the term current assets is used to designate cash 
and other assets or resources commonly identified as those which are reason­
ably expected to be realized in cash or sold or consumed during the normal 
operating cycle of the business.”
In  general, assets to be realized in cash within one year are considered 
current but in those cases which have an operating cycle greater than one 
year, the longer period should be used.
Prepaid expenses are therefore properly includable under current 
assets. Cash surrender value of life insurance should be shown under 
“other assets.” Federal (or state) income tax refunds receivable, if col­
lectible within one year, should be shown as current. Contingent claims 
should not be shown except as a footnote. Items to be included under 
the current asset caption are further commented upon in the sections 
immediately following.
Section 3211 — Cash
Cash need not be segregated as to amounts on hand, in transit or in 
bank; the single word “cash” is adequate. Where certain bank balances 
are restricted as to withdrawal or use of the funds, the am ount of such 
balances should be indicated in some appropriate manner together with 
a brief statement as to the nature of the restrictions. If the restrictions 
are such as to effectively prevent the use of such balances for current 
financial requirements, they should not be included in current assets. 
Call loans should be shown separately and not combined with cash 
balances. Amounts shown as cash should not include deposits in closed 
banks. Overdrafts which result only from bookkeeping errors or which 
are offset by balances with the same bank or with banks in the same city 
may be merged with other cash in the balance sheet.
Section 3212 — Marketable Securities
Securities shown under this caption should include only securities 
which are capable of reasonably prom pt liquidation within the present 
plans of the company, and which represent more or less temporary in ­
vestment of surplus funds available for current operations. Classification 
of investments as current assets requires inclusion of the quoted market 
price as well as the basis of the carrying value in the balance sheet de­
scription. T he term “at book value” should be avoided.
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Investments which are not readily realizable, either as a result of 
market conditions or business policy, and long-term or perm anent in­
vestment of substantial amount, should not be included in current assets.
Descriptive titles for temporary investments shall conform to one or 
more of the following styles:
United States Government securities 
(principal am ount $17,000.00; 
quoted market price $17,425.00) — 
at cost
United States Treasury 7/8% certifi­
cates of indebtedness (principal 
amount $17,000.00; quoted market 
price $17,425.00) — at cost
United States Treasury notes, tax 
series C — at cost, plus accrued 
interest
Marketable securities (quoted market 
price $18,750.00) — at cost
Marketable securities (cost $183,750.00) 
— at quoted market price
$ 17,200.00
17,200.00
15,425.00
$ 17,964.00
$175,642.00
T he last example is to be used when m arket is below cost.
Section 3213 — Notes and Accounts Receivable
This caption includes: (a) trade accounts, notes and acceptances re­
ceivable; (b) receivables from officers (other than for loans and advances), 
employees, affiliates and others if collectible in the ordinary course of 
business within a year; and (c) installment or deferred accounts and notes 
receivable if they conform to normal trade practices and terms within 
the industry. Significant amounts for any of the above should be set out 
separately, but items which are not material may be combined or merged 
with others.
If the allowance for doubtful accounts is not shown separately, the 
am ount of the allowance and the fact that it has been deducted should 
be indicated in parentheses.
Descriptive titles should conform with one of the following:
Notes and accounts receivable 
from customers 
Notes 
Accounts
Less allowance for doubt­
ful notes and accounts
$ 19,000.00
243,720.00
262,720.00
21,000.00 $241,720.00
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Accounts receivable from cus­
tomers ($15,000.00 pledged to 
secure notes payable to bank) $ 25,620.00 
Less allowance for doubtful
accounts 3,250.00 22,370.00
Accounts receivable 
Customers
Officers and employees 
Others
Less allowance for doubtful 
accounts
18,710.00
2,450.00
4,200.00 
2 5,360.00
2,400.00
Accounts receivable from cus­
tomers (less $7,000.00 allow­
ance for doubtful accounts)
$ 22,960.00
$241,020.00
Section 3214 — Inventories
Merchandise or stock on hand, or inventories of raw materials, goods 
in process, finished goods, operating supplies and ordinary maintenance 
material and parts should be included under this caption. M ajor classes 
of the inventory should be segregated if significant in amount. It is the 
policy of the firm to favor the inclusion of factory supplies with raw ma­
terials (i.e., raw materials and supplies) in the current asset section. T he 
term factory supplies includes all supplies that are consumed in the 
production process.
T he basis of pricing inventories should be clearly disclosed and should 
include a description of the costing method used as:
First-in, first-out 
Last-in, first-out 
Specific identification 
Moving average 
Average
T he lower of cost or market is the generally accepted basis for pricing. 
For the purpose of this pricing basis, Accounting Research Bulletin No. 
29 has defined market as:
“ . . . current replacement cost (by purchase or by reproduction as the case 
may be) except that:
1. Market should not exceed the net realizable value (i.e., estimated selling 
price in the ordinary course of business less reasonably predictable costs 
of completion and disposal) and
2. Market should not be less than net realizable value reduced by an allow­
ance for an approximately normal profit margin.”
No description of market value is ordinarily required in the balance 
sheet.
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Examples of proper balance sheet presentation follow:
Inventories — at the lower of 
cost (determined by the 
first-in, first-out method) or 
market
Raw materials and supplies $36,700.00 
Work in process 18,150.75
Finished goods 84,211.53 $139,062.28
Inventories — priced in accord­
ance with the retail method, 
at the lower of cost or market $ 27,924.15
Amounts set aside (a) to provide for possible future inventory losses on 
inventories not on hand or contracted for, or (b) without regard to any 
specific loss reasonably related to the operations of the current period, or
(c) for the purpose of reducing inventories other than to a basis which 
is in accordance with generally accepted accounting principles, should be 
charged against retained earnings in line with the rules expressed in Ac­
counting Research Bulletin No. 31. As appropriations of retained earn­
ings they should not be substracted from inventories in the current asset 
section bu t should be included in the capital section of the balance sheet. 
A change in the basis of valuing inventories is a change in accounting 
principles or procedure, which change should be fully disclosed together 
with its effect in the financial statements or in an explanatory footnote.
Section 3215 — Prepaid Expenses
Prepaid expenses include such items as insurance, taxes, unused royal­
ties, current paid advertising service not yet received and other items 
which, if not paid in advance, would require the use of current assets 
during the operating cycle. Care must be used in distinguishing between 
prepaid expenses which are properly included in current assets and de­
ferred charges to future operations which are not current assets (see 
Section 3240).
Section 3216 —Items Specifically Excluded from Current Assets
Accounting Research Bulletin No. 30, in explaining its definition of 
current assets, states:
“This concept of the nature of current assets contemplates the exclusion from 
that classification of such resources as: (a) cash and claims to cash which are 
restricted as to withdrawal or for use other than current operations, are 
designated for expenditure in the acquisition or construction of noncurrent 
assets, or are segregated for the liquidation of long-term debts; (b) invest­
ments in securities, whether marketable or not, or advances, which have been 
made for purposes of control, affiliation, or other continuing business ad­
vantage; (c) receivables arising from unusual transactions, such as the sale 
of capital assets or advances to affiliates, officers or employees, which are not 
expected to be collected within twelve months; (d) cash surrender value of
14 T H E  C P A  H A N D B O O K [C h . 19
life insurance policies; (e) land and other natural resources; (f) depreciable 
assets; and (g) balances representing the unamortized or unallocated costs 
of services received or to be received which are fairly chargeable to the 
operations of several years, such as debt discount and expenses or bonus 
payments under a long-term base.”
Section 3220 — Investments
Long-term or perm anent investments of substantial amount, whether in 
real estate or securities, shall be shown under this caption. Investments 
of relatively m inor am ount in property or securities shall be shown under 
“O ther Assets” whenever there are no m ajor items otherwise requiring 
the use of the caption “Investments.”
T he basis of valuation and the nature of the investments should be 
clearly indicated; and when any one investment is significant in amount 
as compared with total assets, consideration should be given to disclosure 
of the name of the company whose securities are held and the percentage 
of ownership.
Investments in affiliates will ordinarily require the use of a separate 
caption; such as “Investments in Securities of Affiliates,” or “Investment 
in and Advances to Subsidiary.” T he basis of valuation of the invest­
m ent in affiliates should be stated, and ordinarily the total investment 
should be subdivided to show the investment in shares and /o r bonds and 
other secured obligations and advances made, if any.
If investments in subsidiaries are material, the underlying book values 
should be disclosed, by footnote if necessary.
If profits and losses of subsidiary companies are taken up in the ac­
counts of the parent, this should be disclosed together with the effect of 
this procedure upon earned surplus and current income. See following:
INVESTMENT IN AND ADVANCES TO SUBSIDIARY 
Blank Company, Inc.
Investment in 1,000 shares 
(100% of common stock — 
at cost $25,000.00
Advances 12,250.00 $37,250.00
INVESTMENT IN SECURITIES OF AFFILIATES
Smith Co., Inc.
1,200 shares (80%) of com­
mon stock — at cost 
6% first mortgage bonds 
(principal amount, 
$20,000.00) — at cost 
Lonith Corporation
1,890 shares (71%) of com­
mon stock — at cost 
200 shares (30%) of pre­
ferred stock — at cost
$27,000.00
18,250.00 45,250.00
18,900.00
7,500.00 26,400.00
$71,650.00
C h . 19] A P P E N D IX  D 15
Ordinarily no more detail with respect to fixed assets is required in the 
balance sheet than is incorporated in the following descriptive title;
S e ctio n  3 2 2 5  — F ix e d  A s s e ts
Land — at cost 
Buildings, machinery and 
other eq u ip m en t —at 
cost
Less depreciation to date
$660,254.00
121,240.00
30,000.00
539,014.00 $569,014.00
In  the preparation of reports which will be submitted to the Securities 
and Exchange Commission consideration must be given to the require­
ments of rule 5:02-13 of Regulation S-X which calls for the segregation 
of the m ajor classes of fixed assets such as land, buildings, machinery and 
equipment, and leaseholds (see Section 3552).
T he basis of valuation of fixed assets should be disclosed; the term 
“book value” should not be used. Deposits on purchase of equipm ent 
may be included under fixed assets and, if material, should be separately 
shown. Leasehold improvements may also be included in this section 
if the terms of the lease or relations with the owners of the property are 
such that operations on the leased premises are likely to extend over a 
long period of time. Where such is not the case or where leasehold 
improvements are not significant, they should be shown under deferred 
charges.
Section 3230 — Other Assets
Examples of “other assets” are the following:
Cash surrender value of life
insurance $17,291.00
Long-term receivables (less 
allowance for doubtful re­
ceivables) 10,000.00
Notes, accounts and advances
receivable — not current 7,251.00
Marketable securities (quoted 
market price, $29,245.00) on 
deposit with State Industrial 
Commission — at cost 30,050.00
T his caption may also be used for m inor investments in property or 
securities, deposits with a trustee for the redem ption of bonds (unless 
specifically and immediately applicable to the bond liability in which 
case they should be deducted therefrom), long-term or doubtful advances 
to officers and employees and other items not readily classifiable under 
some other balance sheet caption.
T he term “other assets” must always be enclosed in quotation marks 
wherever any reference is made thereto other than in the balance sheet 
itself, such as in a footnote, in the text of a long-form report or in a state­
m ent of change in working capital.
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T he cost or other basis of valuing intangible assets should be disclosed 
in the balance sheet. Intangibles subject to amortization should be 
segregated from those not amortized and the am ount written off to date 
should be shown.
Accounting Research Bulletin No. 24 includes a thorough discussion of 
the major problems involved in accounting for intangible assets and 
should be referred to when necessary.
Section 3240 — Deferred Charges
Amounts representing the unamortized or unallocated costs of services 
received or to be received which are properly chargeable to the operations 
of several years, such as debt discount and expense or bonus payments 
under a long-term lease, are properly includible under this caption. T he 
extent of classification within this section will depend upon the circum­
stances; in many instances a single descriptive title and one total am ount 
are adequate.
Prepaid expenses should not be included in deferred charges bu t should 
be classed as current assets (see Section 3215).
S e c tio n  3 2 3 5  — In ta n g ib le  A s s e ts
Section 3250 — Current Liabilities
Under the caption “C urrent Liabilities” should be shown debts or 
obligations (including provisions for definite obligations that are in ­
determ inate in amount) the liquidation or payment of which is reason­
ably expected to take place in the normal course of business within a 
period of one year. T he classification includes ordinary trade accounts 
payable, current bank loans made for the purpose of increasing working 
capital, obligations arising from collections received in advance of the 
delivery of goods or services, debts which arise from operations directly 
related to the operating cycle (such as ordinary accruals and provisions 
for income tax liabilities), short-term debts arising from the acquisition 
of fixed assets and serial m aturities of long-term obligations. T he classi­
fication is not intended to include a m ajor contractual obligation falling 
due at an early date which is expected to be refunded (if full disclosure 
is given) or debts to be liquidated with funds which have been accumu­
lated in accounts not included in current assets.
C urrent liabilities should be classified according to type such as notes 
payable, accounts payable, dividends payable, accrued liabilities and 
taxes on income and should be subdivided as necessary for adequate 
disclosure of significant items. Amounts of m inor significance may be 
grouped or combined with other obligations. T he total current liabilities 
should be shown in a m anner which will perm it a convenient comparison 
of current assets with current liabilities.
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If any liabilities are secured, they should be set out separately and the 
fact that they are secured should be indicated.
Section 3251 — Notes Payable
Separate amounts should ordinarily be shown for notes payable (a) 
to banks, (b) to trade creditors, (c) to officers or stockholders, and (d) to 
others. Indication should be given as to whether or not the notes are 
secured; for example "unsecured,” "partly secured” or "secured.” If 
partly or fully secured, the am ount and kind of collateral should be 
indicated.
C urrent m aturities of long-term obligations should ordinarily be shown 
as a separate item under the caption "Current Liabilities” and should be 
described in a m anner which will show their relationship to the re­
m ainder of the related long-term obligation shown elsewhere.
Section 3252 — Accounts Payable
Separate amounts should be shown for ordinary trade accounts; 
amounts due to affiliates (with segregation as to amounts which are elimi­
nated and amounts which are not eliminated in any related consolidated 
balance sheet); amounts due to officers, directors, employees and principal 
holders of equity securities; and any other significant item amounting to 
as much as 5% of total current liabilities. Items unim portant in am ount 
when compared with current liabilities as a whole may be grouped and 
shown opposite the caption "O ther.”
Customers’ credit balances, if insignificant in amount, may be included 
with trade accounts payable. If significant in amount, they should be 
shown separately and described in nontechnical language, such as "Col­
lections in Advance from Customers.” Any such items which are not 
ordinary credit balances but represent customers’ deposits on unfilled 
orders should be so described.
T he caption "Accounts Payable” should not be used w ithout either 
one or more subcaptions or a modifying word or phrase. T he caption 
"Accounts Payable — T rade” may be used to describe the total of the 
accounts payable if all but an insignificant am ount (which would not 
w arrant segregation) are payable to trade creditors.
Taxes withheld from employees are not properly described as accrued 
taxes and should be shown under “Accounts Payable.” They should be 
set out separately only if significant in amount.
Section 3253 — Dividends Payable
Dividends payable should generally be shown separately and should 
be appropriately described; for example, "Dividend Payable January 15,
1947.”
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If the total of the accrued liabilities is not significant in relation to total 
current liabilities, it may be stated as one amount, described for example 
as “Accrued Salaries and O ther Expenses.” If significant, separate 
amounts should be shown for (a) accrued compensation to officers and 
employees (with appropriate modification, if necessary) in the form of 
salaries, wages, commissions and bonuses; (b) taxes, other than taxes on 
income and taxes in arrears (shown separately); (c) accrued interest; and
(d) any other significant item.
Section 3255 — Taxes On Income
Taxes on income for a completed fiscal period may be shown as a 
separate item under “Current Liabilities.” In  interim  statements the tax 
accrual should be shown under “Accrued Liabilities” and should be fol­
lowed by the word “estimated.” In cases where we prepare tax returns 
and the returns are reviewed by the tax departm ent before release of the 
audit report, the exact am ount of tax as determined in the tax returns 
may be shown in the financial statements. Federal excess profits tax 
need not be stated separately on the balance sheet; the description “Taxes 
on Income” is sufficient to cover both income and excess profits taxes.
S e ctio n  3 2 5 4  — A c c ru e d  L ia b ilit ie s
Section 3260 — Noncurrent Liabilities
This caption covers all items, except funded debt, due after one year 
from the balance sheet date. T he obligations should be fully described 
as to title, interest rate, m aturity date and collateral, if any.
Funded debt (generally defined as any debt under a formal indenture) 
shall be shown under the caption “Funded Debt” and should be fully 
described as to title, interest rate, m aturity date, authorized amount, and 
am ount outstanding. Any of the company’s own securities purchased 
and not yet cancelled should be shown separately as a deduction from the 
related liability. T he am ount of bonds payable (or the am ount of a 
sinking fund payment due) within the succeeding year should be shown 
under “Current Liabilities” unless the entire am ount is due and is certain 
to be refunded.
Where a company has both funded debt and other noncurrent liabili­
ties, the caption “Long-term Obligations” can be used in lieu of using 
the two separate captions.
Sinking fund deposits, if specifically and immediately applicable to 
reduction of the liability, may be deducted from the related liability on 
the face of the balance sheet providing both the am ount of the liability 
and the am ount of the fund are clearly disclosed. Otherwise sinking 
fund deposits should be included under the appropriate caption on the 
asset side of the statement.
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Accounting Research Bulletin No. 34 recommends that the use of the 
term “Reserve” in accounting be limited to indicate that an undivided 
portion of the assets is being held or retained for general or specific pur­
poses. Therefore, only amounts which represent appropriations of re­
tained earnings should ever be shown as reserves on the balance sheet. 
So-called “Reserves” which represent asset valuation accounts should be 
appropriately described and deducted from their respective asset ac­
counts, and so-called “Liability Reserves” should be properly described as 
estimated liabilities and included under the appropriate liabilities 
caption.
Reserves which represent appropriations of retained earnings are 
generally best shown as part of the retained earnings section of the bal­
ance sheet and to be included in a separate section as “Reserves” must 
have the specific approval of a partner.
Full disclosure should be made of the nature of all reserves allowed to 
remain in the balance sheet and significant charges or credits during the 
year should be shown in the financial statements or explained in a 
footnote.
Section 3275 — Deferred Income
In  many cases deferred credits can be appropriately classified under 
some caption other than deferred income. Before including this caption 
in a balance sheet, the items to be shown under it should be examined 
carefully to insure that they do represent future credits to income.
S e ctio n  3 2 7 0  — R e s e rv e s
Section 3280 — Capital
T he caption “Capital” shall be used for partnerships and proprietor­
ships; for example;
CAPITAL 
Partners’ capital $27,542.00
CAPITAL 
Proprietor’s capital 
(or)
Samuel Elves, capital
$10,312.00
$10,312.00
Partners’ or proprietor’s capital shall be shown in one am ount only; 
all changes during the period ended at the balance sheet date must be 
set forth in a separate statement.
T he caption “Capital” shall also be used for business corporations. 
This section shall be segregated into “contributed capital” and “retained 
earnings.” Where applicable any appreciation included in the capital
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section other than as a result of a quasi-reorganization should be shown 
separately and clearly designated by such terms as “excess of appraised 
value of fixed assets over cost,” or “appreciation of fixed assets.” T he use 
of the term “surplus” (whether standing alone o r  in such combination 
as “capital surplus, paid-in surplus, earned surplus or appraisal surplus”) 
shall be discontinued (except when the client insists on using these 
terms).
Section 3281 — Contributed Capital
As recommended in Accounting Research Bulletin No. 39, the con­
tributed capital portion of the proprietary capital of the corporation 
shall be shown as:
“ (a) Capital contributed for, or assigned to, shares, to the extent of the par 
or stated value of each class of shares presently outstanding.
“ (b) Capital contributed for, or assigned to, shares in excess of such par or 
stated value (whether as a result of original issue of shares at amounts 
in excess of their then par or stated value, reduction in par or stated 
value of shares after issuance, or transactions by the corporation in its 
own shares), and capital received other than for shares, whether from 
stockholders or others.”
T he title, the num ber of shares authorized, the num ber issued and the 
par value (or an indication that the stock is without par value) shall be 
shown for each class of stock. T he title of each class of stock must appear 
exactly as it appears in the charter or on the stock certificate. Rights and 
preferences attaching to preferred stock should be disclosed, preferably 
by footnote.
Treasury stock held by the company shall be set out as a separate item 
in the “Capital” section (due regard being given to applicable provisions 
of state corporation laws). Treasury stock may be deducted from capital 
stock or from the total of contributed capital and retained earnings at 
either par or stated value, or cost, as circumstances require. T he pre­
ferred treatment is as a deduction at cost from the total of contributed 
capital and retained earnings. In any case, the basis of the treasury 
stock should be given.
Capital contributed in excess of the par value or stated value of capital 
stock shall be described to designate the source. T he exact terminology 
will depend upon the specific source of the additional capital. T he term 
“capital contributed in excess of par (stated) value of common (pre­
ferred) stock” will adequately describe the usual source of the additional 
contributed capital.
Any changes in contributed capital should be fully disclosed in the 
financial statements, either in a separate statement or as a footnote to the 
financial statements.
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Examples of proper presentation of contributed capital follow:
Contributed capital
5% cumulative preferred  
stock
Authorized, 5,000 shares of 
$50.00 par value; issued 
and outstanding, 1,000 
shares
Common stock
Authorized, 10,000 shares 
without par value; issued 
and outstanding, 8,000 
shares at a stated value 
of $5.00 a share 
Capital contributed in excess 
of stated value of common 
stock
Contributed capital
5% cumulative preferred  
stock — callable at 105 and 
unpaid dividends
Authorized, 5,000 shares 
of $100.00 par value; 
issued and outstand­
ing, 2.000 shares 
Common stock
Authorized, 5,000 shares 
without par value; issued 
and outstanding, 3,000 
shares
Donated capital
Contributed capital
Capital stock — authorized, 
6,000 shares without par 
value; issued and outstand­
ing, 2,000 shares at a stated 
value of $5.00 a share 
Capital contributed in excess 
of stated value of capital 
stock
Capital stock — authorized, 
issued and outstanding, 6,000 
shares of $5.00 par value
$ 50,000.00
40,000.00
40,000.00 $130,000.00
$ 200,000.00
125,740.00
15,000.00 $340,740.00
$ 10,000.00
4,000.00 $ 14,000.00
$ 30,000.00
T he reduction of par or stated value of previously issued capital stock 
may best be described as “capital arising from reduction of par (or stated 
value) of capital stock”; capital arising from the sale or retirem ent of 
treasury stock should be described as such. T he excess of the book 
am ount of net assets of a subsidiary over the cost of investment to the
22 T H E  C P A  H A N D B O O K [C h . 19
parent company at date of acquisition may be included in the consoli­
dated balance sheet under contributed capital, properly described.
In cases where the source of the contributed capital is not clearly 
ascertainable (unsegregated surplus accounts which have their origin 
in prior years) or where the source is from someone not a stockholder, 
such terms as “additional capital’’ or “donated capital’’ will have to be 
used. In general the specific source, where ascertainable, should be stated.
Section 3282 — Retained Earnings
T he term “retained earnings’’ shall be used in lieu of “earned surplus” 
and shall be stated separately in the capital section of the balance sheet. 
In  the case of a deficit the amount will be shown as a deduction from 
contributed capital.
If a deficit has been eliminated through a quasi-reorganization, retained 
earnings thereafter shall be dated; for example, “Retained earnings (since 
December 31, 1945).”
If retained earnings of the parent company include undistributed 
earnings of subsidiaries, the am ount thereof should be stated parenthe­
tically or in a footnote.
Retained earnings appropriated as a reserve remain a part of retained 
earnings, and any reserves which are clearly appropriations or segrega­
tions of retained earnings, such as reserves for general contingencies, 
possible future inventory losses, sinking fund, etc. should be included as 
part of capital unless approval is obtained from a partner to show the 
reserve under the “Reserve” caption above the capital section. (See 
Section 3270.)
Following is an example of the proper presentation of retained earnings 
in the balance sheet:
Retained earnings
Appropriated for sinking fund $30,000.00
Appropriated for possible future
decline in inventories 25,000.00
Unappropriated 59,874.00 $114,874.00
All changes in retained earnings during the period ended at the balance 
sheet date must be shown in a separate statement and not in the balance 
sheet. T he changes in any appropriation of retained earnings should 
be shown in the statement of retained earnings.
330 -  STATEMENT OF INCOME 
Section 3301 — Heading
T here shall be no substitute for the caption “Statement of Income” 
except in cases of banks or other special types of business. Examples of 
titles for several different periods of time are shown in Section 3904.
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T he following income statement captions are preferred and should 
be used unless conditions warrant the use of other captions:
Sales
Cost of goods sold 
Gross profit
Selling and administrative expenses 
Operating profit 
Other income 
Other deductions
Net income (before taxes on income)
Taxes on income 
N et  I ncom e
Other captions will of course be required in special situations, par­
ticularly for organizations supplying services.
Section 3303 — Extraordinary Items and Prior-Period Adjustments
Current entries in the retained earnings statement normally should be 
restricted to net income, dividends, charges or credits resulting from 
transactions in the company's own stock, and transfers to and from ac­
counts representing a segregation or appropriation of retained earnings.
Based upon the principle that all items of gain or loss should appear in 
the statement of income, the treatm ent of prior-period adjustments and 
so-called extraordinary items is dependent upon their materiality as 
follows:
1. Inconsequential adjustments shall be absorbed in the corresponding accounts 
of the current fiscal period.
2. Adjustments or extraordinary items sufficiently large to destroy the compara­
tive value of the regular account classifications but not sufficiently large to 
distort comparison of earnings may be set out separately in the “Other 
Income” and “Other Deductions” sections of the statement of income, for 
example:
Prior-year adjustment (settlement of claim of former
employee for additional compensation for the year 1946) $20,500.00
3. If the amount involved is such as to distort the net income figure, the state­
ment of income should have an additional section for the inclusion of these 
items. This additional section should follow “Net Income” and should be 
labeled “Special Items.” The final figure should he described as “Net Income 
and Special Items.”
Accounting Research Bulletin No. 32 asserts that:
“. . . there should be a general presumption that all items of profit and loss 
recognized during the period are to be used in determining the figure reported 
as net income. The only possible exception to this presumption in any case 
would be with respect to items which in the aggregate are materially signif­
icant in relation to the company’s net income and are clearly not identifiable 
with or do not result from the usual or typical business operations of the 
period.”
S e ctio n  3 3 0 2  — C a p tio n s
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Returned sales, sales allowances and cash discounts allowed should be 
deducted from gross sales to arrive at net sales. Presentation of details 
in the statement of income is optional and depends upon the circum­
stances and the wishes of the client. T he following is a suggested presen­
tation:
S e ctio n  3310 — S a le s
SALES 
Gross sales
Less returns, allowances 
and discounts
$272,425.1.5
18,250.05 $254,175.10
W hile the preferred treatment of cash discounts allowed is as a deduc­
tion from sales, exceptions may be made in special cases where the 
am ount is relatively large or the client specifically so requests. If not 
shown as a deduction from sales, the item should appear under “Other 
Deductions.”
Sales may be detailed by classes, if desired. Segregation should be made 
between sales of products and other revenue items such as commission 
income or processing income.
Federal and state taxes based on sales and outward freight charges 
which have been added to otherwi.se fixed sales prices should be included, 
with disclosure, in the deductions from gross sales.
Section 3320 — Cost of Goods Sold
Cost of goods sold will ordinarily appear as one am ount in the state­
m ent of income. T he working papers must show details of all items 
making up cost of goods sold.
W hile the preferred treatm ent of cash discounts earned is as a deduc­
tion from purchases, exceptions may be made in special cases where the 
am ount is relatively large or the client specifically so requests. If so, the 
item should appear under “O ther Income.”
T he resulting figure after deducting cost of goods sold should be de­
scribed as “Gross Profit” or “Gross Loss.”
Section 3330 — Selling and Administrative Expenses
These expenses shall ordinarily be presented in the statement of income 
as follows:
SELLING AND ADMINISTRAT IVE EXPENSES 
Selling expenses $27,421.00
Administrative expenses 15,243.00 $42,064.00
Selling expenses should ordinarily include only salesmen’s salaries, 
commissions and bonuses, traveling expenses related to selling, advertis­
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ing and publicity expenses, delivery expenses, taxes and other expenses 
based upon salaries and wages included in selling expenses and other 
expenses related directly to selling, publicity and delivery of merchandise 
to customers.
Administrative expenses should ordinarily include all operating ex­
penses not related to selling or to the cost of goods sold. T he classifica­
tion “General Expenses” should be avoided wherever possible.
Provision for doubtful accounts should ordinarily be included in 
administrative expenses; however, if the am ount is particularly large or 
if the client prefers, the item may be shown under “O ther Deductions.”
T he resulting figure after deducting selling and administrative expenses 
should be described as “Operating Profit.”
Section 3340 — Other Income
T he principal items included in “Other Income” should be shown 
separately if material. Ordinarily “O ther Income” includes interest 
earned, dividends received, profit from sale of investments or fixed assets, 
and extraordinary items and prior-period adjustments not m aterial in 
amount. T he use of the unqualified caption “Prior-Period Adjustments” 
should be avoided; all such items should be clearly and accurately de­
scribed and an indication given of the period or periods to which the 
items apply (see Section 3303). Both “Other Income” and “Other De­
ductions” should be used as side captions and should always be enclosed 
in quotation marks whenever referred to other than in the statement of 
income itself.
T he resulting figure in the statement of income after adding “O ther 
Income” need not be labeled.
Section 3350 — Other Deductions
T he principal items included in “Other Deductions” should be shown 
separately if material. Ordinarily the caption “Other Deductions” in ­
cludes interest paid, loss from sale of investments or fixed assets, certain 
extraordinary items, and prior-period adjustments.
Prior-period adjustments, if includible under “O ther Deductions” or 
“O ther Income,” should ordinarily be stated net; that is, there should not 
be a prior-period adjustm ent item under each of these captions unless 
full disclosure of both is deemed important.
“O ther Deductions” may in some instances include discounts allowed 
(see Section 3310). Cash discounts earned and cash discounts allowed 
should be consistently treated. If discounts earned are deducted from 
purchases, discounts allowed should be deducted from sales; if discounts 
earned are included with “Other Income,” discounts allowed should be 
included with “Other Deductions.”
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T he resulting figure after “O ther Deductions” in the statement of 
income should be labeled;
Net income (before taxes on income)
Section 3360 — Taxes On Income
$42,974.81
T he m ajor classes of taxes on income should be shown separately; for 
example, Federal normal tax and surtax, Federal excess profits tax, 
state income taxes, and Dominion income taxes. A net credit in respect 
of income taxes may be shown in a m anner similar to the following 
example:
TAXES ON INCOME
Refund of Federal income taxes arising from 
“carry-back” of operating losses
340 -  STATEMENTS OF RETAINED EARNINGS AND 
CONTRIBUTED CAPITAL
Section 3401 — Headings
T he headings of these statements shall be “Statement of Retained 
Earnings” and “Statement of Contributed Capital.” If the company has 
appropriated retained earnings as reserves and the reserves are shown as 
part of retained earnings on the balance sheet, the analyses of these ap­
propriations shall be included in the statement of retained earnings.
Section 3402 — Captions
T he use of captions in the statement of retained earnings or con­
tributed earnings is optional. In most instances neither captions nor the 
words “add” and “deduct” will be needed.
Section 3410 — Statement of Retained Earnings
T he first am ount in the statement of retained earnings should be the 
balance of the account at the beginning of the current period; for 
example:
“Retained Earnings — January 1, 1949”
Net income should be described in full; for example:
“Net income for the year ended December 31, 1949”
T he firm favors the reporting of all items of income or loss in the state­
m ent of income; normally there should be no items in a statement of 
retained earnings except net income, dividends, charges or credits result­
ing from transactions in the company’s own stock, and transfers to and 
from accounts representing a segregation or appropriation of retained 
earnings. Extraordinary items and prior-period adjustments which
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would materially distort the net income figure should preferably be in ­
cluded in a special section of the statement of income immediately after 
the net income figure (see Section 3303).
The changes in accounts representing appropriations of retained 
earnings where they are shown in the capital section of the balance sheet 
as part of retained earnings may be shown in the statement of retained 
earnings in columnar form; for example:
C & P CORPORATION 
Statement of Retained Earnings 
Year ended December 31, 1949
Appropriated 
for possible 
future 
inventory 
losses
Unappro­
priated Total
Retained earnings — January 1, 1949 $ -0 - $64,381.20 $64,381.20
Net income for the year ended
December 31, 1949 5,000.00 8,927.45 13,927.45
5,000.00 73,308.65 78,308.65
Dividends paid — $6.00 a share -0 - 6,000.00 6,000.00
R etained  E arnings —
D ecem ber  31, 1949 $5,000.00 $67,308.65 $72,308.65
$29,978.86
16,942.06
$13,036.80
If the company has deficit, the following is an illustrative presentation 
(red figures should be avoided):
THE F T COMPANY 
Statement of Retained Earnings (Deficit)
Year ended December 31, 1949
Retained earnings (deficit) — January 1, 1949 
Net income for the year ended December 31, 1949
R etain ed  Earnings (D e f ic it ) — D ecem ber  31, 1949
If a quasi-reorganization has resulted in the elim ination of a deficit in 
retained earnings, any reference to retained earnings accumulated there­
after must be dated to indicate the fact of the quasi-reorganization. For 
example:
Retained earnings (since January 1, 1942) $37,415.88
Section 3420 — Statement of Contributed Capital
Any changes during the period under review in accounts representing 
contributed capital should be set forth in a separate statement. Norm­
ally, the accounts making up contributed capital consist of the capital 
stock accounts and accounts representing capital contributed in excess of 
par value of capital stock (paid-in and donated “surplus” accounts). 
Analysis of these accounts for the period should be shown in columnar 
form unless no changes have occurred, in which case no statement is 
required.
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345 -  SUPPLEMENTAL STATEMENTS
Section 3451 — General Rule As to the Use of Supplemental Statements
T he num ber and kind of supplemental statements to be included in a 
report depends upon the circumstances and the wishes of the client. 
T he m atter should be thoroughly reviewed with the client, so that all 
useful and desirable statements will be included. T he following supple­
mental statements are illustrated in Section 3905.
Statement of Cost of Goods Sold
Statement of Selling and Administrative Expenses
Statement of Fixed Assets
Statement of Insurance Coverage
Comparative Balance Sheet
Statement of Change in Working Capital
Comparative Statement of Income
Comparative Statement of Cost of Goods Sold
Comparative Statement of Selling and Administrative Expenses
Statement of Investments
350 -  CONSOLIDATED STATEMENTS
Section 3501 — Principles of Consolidation
W hen consolidated statements are submitted, a footnote should indi­
cate clearly what subsidiaries are consolidated and what subsidiaries, if 
any, are excluded from the consolidation, and the basis of inclusion and 
exclusion. Investments in subsidiaries not consolidated should be set 
out separately with the same disclosure as would be made in uncon­
solidated statements.
No subsidiary may be consolidated which is not at least a majority- 
owned subsidiary. Ordinarily more than a majority of the stock is de­
sirable for consolidation, but each case requires individual consideration.
No consolidated statement should be included in a report unless a 
complete set of consolidated statements is included. Ordinarily when 
consolidated statements are presented, a complete set of individual state­
ments of the parent company should also be presented.
If certain subsidiaries are consolidated as of a date different from the 
date on which the parent company closes its accounts, disclosure should 
be made of the dates as of which their accounts have been included unless 
their assets or earnings are not significant in relation to the totals for the 
group.
T he first amounts in the statement should be stated as of the first day 
of the current period as indicated in the example on the opposite page.
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S e c tio n  3 5 0 2  — M in o r ity  In te re s ts
T he total equity of minority shareholders in the contributed capital 
and retained earnings of subsidiaries consolidated should be shown in the 
consolidated balance sheet and a separation should be made of the 
minority interest. If preference shares are outstanding, the m inority in ­
terest in these should be segregated. T he interest of minority share­
holders in the net income for the year should be deducted as a separate 
item in the consolidated statement of income.
Section 3503 — Difference Between Investment In Subsidiaries and 
Equity In Net Assets
T he difference between the investment in subsidiaries consolidated and 
the paren t’s equity in the net assets of such subsidiaries at dates of ac­
quisition should be shown separately in the balance sheet (or explained 
parenthetically or in a footnote if grouped with other items of goodwill 
or retained earnings) unless such difference has previously been disposed 
of by a procedure disclosed in the annual statements of preceding years.
W ith reference to any unconsolidated subsidiaries, disclosure should 
also be made of the am ount and treatm ent of any difference between the 
investment of the parent company (and consolidated subsidiaries) and 
the related underlying book values.
Section 3504 — Intercompany Items and Transactions
T o prevent duplication of assets and /o r liabilities and to exclude profit 
not realized by the consolidated group, proper adjustments should be 
made (unless the amounts involved are negligible) for intercompany ac­
counts, sales and purchases, sundry charges and credits, and profits on 
inventories or fixed assets.
Section 3505 — Equity in Earnings of Subsidiaries
In  addition to setting forth the am ount and treatm ent of the difference 
between the investment and underlying book values at acquisition, dis­
closure should be made of the difference between investment and under­
lying book values at the balance sheet date. In other words, explanation 
should be given of the treatm ent of the parent company’s equity in 
retained earnings of subsidiaries since acquisition. T he parent com­
pany’s equity in the earnings of the subsidiary for the current year should 
also be clearly disclosed.
Consolidated retained earnings should in no case include retained 
earnings of subsidiaries earned prior to acquisition. Likewise in respect 
of subsidiaries acquired during the current year, the statement of income 
should include only the operations of the subsidiaries since the effective 
date of acquisition.
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355 -  SPECIAL REQUIREMENTS OF THE S.E.C.
Section 3551 — General Rules
Most of the disclosure requirements and standards set forth elsewhere 
in this m anual are in conformity with the requirements of the Securities 
and Exchange Commission relating to the form and content of financial 
statements of commercial and industrial companies as set forth in Regu­
lation S-X. Reports filed with the S.E.C. serve a special purpose, how­
ever, and in certain respects call for additional inform ation not needed 
and not expected in the usual audit report. Only those requirements 
of the S.E.C. (relating to commercial and industrial companies) which 
go beyond the rules set forth elsewhere in this m anual will be commented 
upon in the sections immediately following.
In  conducting an audit the accountant in charge should be familiar 
with the requirements of the S.E.C. and should ordinarily include in his 
working papers all necessary inform ation so that the operations of that 
year could be included in a registration statement at any time w ithout 
the necessity of securing inform ation beyond that contained in the papers. 
This is particularly im portant in view of the fact that registration state­
ments filed under the Securities Act of 1933 require the inclusion of in­
come statements for three years, and even though a registration statement 
is not currently being filed, the results of operations for the current year 
might be needed for a registration statement at a later date.
In  general the Commission has not prescribed rigid rules bu t has pro­
vided that financial statements may be filed in such form and order, and 
may use such generally accepted terminology as will best indicate their 
significance and character in the light of the provisions applicable thereto. 
(Rule 3.01 (a) — Regulation S-X)
No entry need be made as to captions in any financial statement as to 
which the items and conditions are not present. Inapplicable schedules 
need not be filed and inapplicable captions or headings may be omitted 
from schedules which are filed.
Regarding expression of money amounts, see Rule 3.01 (b) — Regu­
lation S-X.
Section 3552 — Balance Sheet
T he m ajor classes of inventory such as (1) finished goods, (2) work in 
process, (3) raw materials and (4) supplies must be stated separately in 
the balance sheet (Rule 5.02:6).
Disclosure regarding investments in securities of affiliates and other 
investments is required, as set forth in Rule 5.02:9-12.
If practicable, each major class of fixed assets, such as land, buildings, 
machinery and equipm ent and leaseholds shall be stated separately on 
the balance sheet (Rule 5.02-13).
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Separate items of deferred charges and the method of amortization, 
if any, must be disclosed as listed in Rule 5.02:17-20.
Certain special disclosure regarding long-term debt is required under 
Rule 5.02:28-30.
Section 3553 — Statement of Income
Amounts of opening and closing inventories used in determ ining cost 
of goods sold and the basis of determ ining such amounts must be disclosed 
(Rule 5.03:2A).
Provision for doubtful accounts must be shown separately if the 
am ount is significant (Rule 5.03:5).
Principal items of “O ther Income’’ and “Other Deductions’’ must be 
shown separately as set forth in Rule 5.03:7-13.
Section 3554 — Notes to Financial Statements
A  brief description shall be made of the essential provisions of any 
employee pension or retirem ent plan, including an estimate of the annual 
cost of the plan and, if the plan has not been funded, an estimate of the 
am ount necessary to fund or otherwise provide for the past service cost 
of the plan (Rule 3.19 (e) — Regulation S-X).
Disclosure must be made of the policy followed with respect to de­
preciation, depletion, obsolescence and amortization as well as m ainte­
nance, repairs, renewals and betterments, as set forth in Rule 3.20 (c).
Section 3555 — Schedules
T he accountant should be familiar with the schedules prescribed in 
Rules 12.02-12.17 of Regulation S-X. Rules as to what schedules are to 
be filed are set forth in Rule 5.04. Particular attention should be paid 
to Schedule XVI — Supplementary Profit and Loss Inform ation (Rule 
12.16). W orking papers should ordinarily contain sufficient information 
so that this and all other required schedules can be prepared at any time 
in the event of a filing with the S.E.C.
360 -  STATEMENTS OF UNINCORPORATED ORGANIZATIONS 
AND OTHER SPECIAL TYPES OF STATEMENTS
Section 3601 — Statements of Unincorporated Organizations
Most of the rules and suggestions appearing elsewhere in the manual 
apply to corporations, partnerships and proprietorships alike. Only a 
few additional comments are needed regarding statements of unincor­
porated organizations.
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Proprietor’s or partners’ capital should be shown in the balance sheet 
as illustrated in Section 3280. All changes in capital during the period 
ended at the balance sheet date must be set forth in a separate statement.
In the statement of income of either a partnership or a proprietorship, 
the following footnote shall appear;
“The income taxes on the net income for the year (period) are payable per­
sonally by the partners (proprietor) and are not shown in this statement.”
Ordinarily no liability for income taxes shall be shown in the balance 
sheet of a partnership or proprietorship. No footnote to the balance 
sheet is needed except in extraordinary cases where a m aterial liability 
will be paid by withdrawal of funds from the business.
Section 3602 — Comparative Statements
Comparative statements will not be covered under the certificate unless 
specifically required because of financing or otherwise; therefore, the 
statements which are furnished in response to the standard certificate 
shall not be on a comparative basis. If it is desired to submit comparative 
statements in addition to the current year statements, such comparative 
statements shall appear among the supplemental statements not covered 
by the certificate. In comparative statements the latest year or date shall 
appear first with other years or dates in order; the order of dates in the 
heading shall be the same. Before preparing comparative statements, 
the following points shall be considered;
1. Shall the comparative statement be for two years or dates, with increases and 
decreases computed?
2. Shall the comparative statement be for three or five years or dates to indicate 
the trend?
3. Shall ratios to net sales or averages be shown in the comparative statement of 
income?
Section 3603 — Fund Statements
W hen the operations of an organization are segregated into separate 
and distinct funds such as “Current Fund,” “Endowment Fund,” and 
“Building Fund,” separate income statements should be presented for 
each fund, and balance sheets must clearly reflect segregation of assets 
and liabilities by funds. Columnar arrangements may be used where 
convenient, but balance sheets and other statements must be presented in 
such a way that amounts for each fund are clearly segregated. T he net 
assets of each fund shall be described by the term “Fund Equity” (for 
example, “Current Fund Equity”) or such other wording as may be 
appropriate.
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365 -  NOTES TO FINANCIAL STATEMENTS 
Section 3651 — General Rules
Notes to financial statements are a part of the statements and, as such, 
are representations of the client. They do tend to imply qualifications 
and should not be used when full disclosure can be made in the state­
ments themselves.
Where notes clearly apply to one statement only they may be shown 
as footnotes to the particular statement. Notes usually refer, however, 
to more than one statement because of the interrelationship of income 
and retained earnings with assets and liabilities, and when such is the 
case the notes should be grouped and shown separately under the heading 
“Notes to Financial Statements.” Reference to the notes should be 
clearly indicated on the statements; for example, at the foot of the balance 
sheet the following should appear:
“The accompanying notes to financial statements are an integral part of this
balance sheet.”
Similar notations should appear on the other certified statements.
T he financial statements should be read as a whole and notes appended 
thereto for the purpose of clarification or further disclosure are con­
sidered to have the same significance as if the explanations were placed 
against the items concerned. However, it is suggested that the wording 
of the items concerned contain reference to the notes as such incorpora­
tion by reference emphasizes the fact that the notes are a part of the 
financial statements; for example, “Notes Receivable — Not Current 
(Note C).”
T he following paragraphs contain suggestions regarding specific items 
which ordinarily require comments in notes to financial statements. O b­
viously the num ber and nature of the notes will depend upon the circum­
stances and must be given careful consideration by the accountant in 
charge.
Section 3655 — Assets Subject to a Lien
T he am ount of assets mortgaged, pledged, or otherwise subject to a 
lien shall be designated and the obligations secured shall be briefly identi­
fied. Ordinarily, however, this rule need not be followed with respect 
to assets (other than current assets and securities) given as security for 
funded debt where the fact is indicated by the title of the debt; for 
example, “First mortgage 5% bonds.”
Section 3656 — Intercompany Profits and Losses
Unless insignificant in am ount any intercompany profits or losses in ­
cluded in the balance sheet and in the statement of income shall be set
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forth at least in an estimated amount. If all intercompany profits and 
losses have been eliminated, that fact should be stated.
Section 3657 — Defaults
T he facts and amounts with respect to any default in principal, in ­
terest, sinking fund, or redemption provisions with respect to any issue of 
securities shall be stated. Notation of the default shall be made in the 
balance sheet.
Section 3658 — Preferred Shares
Significant features of preferred shares frequently necessitate comment 
in a note to the financial statements. Among the points which should be 
given consideration are the following:
Callable feature, including date or dates and the am ount per share 
and in total at which the shares are callable; any arrears in cumulative 
dividends per share and in total; preferences on involuntary liquidation 
if different from the par or stated value, (with a disclosure of the differ­
ence between such preference and the par or stated value); and any re­
strictions upon retained earnings growing out of conditions with respect 
to the preferred shares or borrowing agreements.
Section 3659 — Capital Stock
Any significant increase in shares outstanding during the year should 
be set forth, and the consideration received therefor should be described. 
Particulars as to any options outstanding for the purchase of stock, and 
any options exercised during the year, should be disclosed.
Section 3660 — Contingent Liabilities
A  brief statement should be made as to significant contingent liabilities 
not reflected in the balance sheet. Adequate description should be given 
including the approximate am ount involved or a statement that the 
am ount is not ascertainable.
Section 3661 — Installment or Deferred Sales
If a significant am ount of sales is made on an installm ent or other 
deferred basis, the method of taking profits into income should be de­
scribed.
Section 3662 — Trust Indentures
Particulars relating to trust indentures, especially any conditions or 
restrictions affecting the payment of dividends, should be disclosed.
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Section 3663 — Commitments
If material in amount, disclosure should be made of the facts relative 
to commitments for the acquisition of permanent investments and fixed 
assets and for purchase commitments which may require abnormal 
expenditures in relation to the company’s normal business requirements 
or financial position, or which may involve losses of material amount not 
provided for in the accounts. Where the amount is material, disclosure 
must also be made of the pertinent facts of the rental of assets under 
long-term leases and disclosure must be made of the principal details of 
any important sale and lease transaction in the year in which the trans­
action originates.
Section 3664 — Principles of Consolidation
When consolidated statements are included in a report, disclosure 
should be made of the principles of consolidation (see Section 3501).
Section 3665 — Profits and Losses of Subsidiaries
If profits and losses of subsidiaries are taken up currently by a parent 
company, disclosure should be made in the parent company’s statements 
of the amount of such profit or loss taken up in the current period income 
account and the total amount included in retained earnings.
Section 3666 — Foreign Exchange
The basis of conversion of all items in foreign currencies shall be stated, 
and the amount and disposition of the resulting unrealized profit or loss 
shown, if significant.
Section 3667 — Changes in Accounting Principles and Practices
If any significant changes in accounting principles or practices, or any 
significant retroactive adjustment of the accounts of prior years have 
been made at the beginning of or during the current period, a statement 
thereof shall be made and, if the change or adjustment substantially 
affects proper comparison with the preceding fiscal period, the necessary 
explanation given.
370-W O R K  PAPERS
Section 3701 — General Rules
A  cardinal principle of audit procedure is that every statement in the 
audit report (whether in the text of the report or incorporated in a 
financial statement) must be adequately and specifically supported by the 
work papers. The certificate included in an audit report states that the
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examination was made in accordance with generally accepted auditing 
standards. This statement means among other things that the following 
standards in connection with field work have been met and therefore our 
work papers must provide sufficient evidence to sustain these contentions. 
Standards for field work are summarized in the appendix to statements on 
Auditing Procedure No. 24 as follows:
“ 1 .
“3.
The work is to be adequately planned and assistants, if any, are to be prop­
erly supervised.
There is to be a proper study and evaluation of the existing internal control 
as a basis for reliance thereon and for the determination of the resultant 
extent of the tests to which auditing procedures are to be restricted. 
Sufficient competent evidential matter is to be obtained through inspection, 
observation, inquiries, and confirmations to afford a reasonable basis for an 
opinion regarding the financial statements under examination.”
As the certificate included in most audit reports makes certain asser­
tions as to work done in regard to:
1. Review of the system of internal control and accounting procedures of the 
company under examination,
2. Examination or tests of accounting records and other supporting evidence, 
and
3. The application of all auditing procedures necessary in the circumstances
it follows as essential that the work papers provide sufficient evidence to 
sustain these contentions.
In  general, adequate audit work papers are the responsibility of the 
accountant in charge of the engagement. T he supervisor must assure 
himself that the work papers properly support the audit report but the 
actual work of preparing, indexing, cross-referencing and binding should 
be done by the accountant in charge.
It should be remembered that the only evidence the firm has to support 
the opinion expressed on audited statements is that contained in the work 
papers. Every staff accountant must keep constantly in m ind the im­
portance of an adequate program and of complete work papers and 
should release no audit work as finished until he is confident that his work 
papers are the best possible in the circumstances.
T he following points are to be considered as required in each set of 
work papers:
1.
2.
No statement shall be made anywhere in an audit report which is not specif­
ically supported in the work papers.
Audit work papers shall include sufficient description of the client’s internal 
control and accounting procedures to indicate familiarity with such pro­
cedures, to sustain the adequacy of the verification procedures adopted, and 
to support the statement in the certificate that the examination was made in 
accordance with generally accepted auditing standards.
Either on the audit program or elsewhere in the papers, specific description 
must be given of the amount of footing, checking, and vouching done, the 
periods covered, and the records affected.
“ 2.
3.
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4. Each sheet in the work papers must be properly headed with the client’s name, 
name of account or nature of test involved, and the date or period covered.
5. Each sheet in the work papers should be initialed and dated by the accountant 
doing the work and further initialed by the supervisor as the papers are 
reviewed.
6. Each sheet in the work papers should be indexed. Wherever possible, the 
working trial balance should be referenced to the supporting analyses.
7. Related analyses (such as notes payable, accrued interest expense) should be 
tied-in and cross-referenced.
Section 3702 — Indexing of Work Papers
Before review, all work papers pertaining to an assignment should be 
placed in proper order and indexed completely by the accountant in 
charge. Any recognized system of indexing may be used which will 
provide ready reference from the working trial balance to the supporting 
analyses. The following described system of indexing, however, is recom­
mended for general use and should be used for all assignments involving 
work at several locations in order to provide uniformity in consolidation. 
T he system recommended provides both desired uniformity and flexibility 
in assembling and coding work papers. It is adaptable to either the 
“split” or “straight” type of work paper organization.
Each index number consists of four digits. T he first two indicate the 
account or other material covered by the analyses as indicated in the 
accompanying schedule; the last two are to be used by the staff accountant 
as he sees fit in coding the work papers for the account or analysis con­
cerned. For example, index number 2057 will be the fifty-seventh page 
of the work papers on cash; number 3207 indicates the seventh work sheet 
page on fixed assets.
T he numbers to be used uniformly are as follows:
1000 — Draft of current audit report
1100 — Audit program
1200 —Working trial balance
1300 — Adjusting and reclassifying journal entries
2000 — Cash
2100 — Accounts receivable
2200 — Notes receivable
2300 — Allowance for doubtful accounts
2400 — Marketable securities
2500 — Inventories
2600 — Prepaid expenses
3000 — Investments
3200 — Fixed assets and depreciation to date
3400 — Other assets
3600 — Intangible assets
3800 — Deferred charges
4000 — Notes payable
4100 — Accounts payable
4200 — Federal income taxes
4300 — Accrued liabilities
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4400 — Other current liabilities 
4500 — Contingent liabilities 
4600 — Deferred income 
5000 — Noncurrent liabilities 
5200 — Reserves (if any)
5400 — Contributed capital
5500 — Retained earnings
6000 -  Sales
6100 — Cost of sales
6200 — Selling expenses
6300 — Administrative expenses
6400 — Other income
6500 — Other deductions
7000 — Excerpts of minutes of meetings
7100 — Excerpts of contracts, long-term debt, et cetera
7200 — Review of internal control
For maximum usefulness, certain simple rules should be observed in
working with this indexing system:
1. The complete four digit number should be used wherever the index is used 
or referred to in the work papers.
2. The numbers ending with a double-zero (i.e. 2000, 2100, 3500, et cetera) 
should be reserved for summary or lead sheets.
3. Confirmations, representation letters, and work sheets prepared by the 
client, should be filed with the work papers and appropriately indexed.
4. Numbers missing from the above list may be used for accounts which do not 
fit into the outline given. In general, however, it is expected that the numbers 
given will be adequate.
Section 3703 — Assembly of Working Papers
W hen an assignment is ready for review, it is the responsibility of the 
in-charge accountant to see that the following have been done:
1. Work papers must be placed in proper sequence and bound in the covers 
provided.
2. The name of the company, the nature of the engagement, and the period 
covered should be placed on the top cover.
3. The draft of the current audit report should be accompanied by the office 
copy of the audit report for the preceding year. In some cases, particularly 
in quarterly or semiannual work, both the audit report for the preceding 
year and for the most recent period should accompany the current draft.
4. A report guide sheet must be prepared and attached to the draft of the report.
5. When a tax return or returns have been prepared, they must be accompanied 
by the office copy of the tax return prepared for the preceding period.
6. An information sheet for each tax return must be prepared and attached to 
the draft of the tax return.
In some cases there are papers such as accounts receivable confirmations 
and adding machine tapes which do not lend themselves to binding. If 
practicable, such papers should be secured to regular work sheet paper 
and bound. In cases where this is not feasible it is permissible to use a 
separate folder or envelope for such papers but it is required that an
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appropriate notation be made upon the cover of the regular folder and 
a proper description placed upon the supplemental file. W ork paper 
files which contain loose papers will be returned by the supervisor in 
charge of review to the accountant for proper filing.
An audit report prepared for a period for which any tax return is to be 
filed should be accompanied by the tax return. It is not satisfactory, 
unless specifically cleared with a partner, to deliver an audit report before 
the tax return has been prepared.
Section 3704 — Permanent File
A  perm anent file must be set up for each client at the time of our first 
audit engagement and carried forward with additions and amendments 
from year to year. M aterial in the perm anent file should be grouped in 
sections and indexed for ready reference. It is recommended that an 
index be written on, or secured to, the inside of the front cover. In 
general, the following sections should be included;
1. Specific information about the client.
Exact name, address, date and state of incorporation, by-laws, etc.
History, nature of business, type of operation, subsidiary companies, branches.
2. Accounting organization, policies, procedures, and control.
Organization chart, accounting manual, chart of accounts, special procedures. 
Reviews of internal control.
3. Copies or excerpts of agreements, contracts, leases, bonus plans, etc.
4. Analyses of contributed capital and retained earnings accounts.
5. Depreciation schedules.
6. Tax status and pertinent tax information.
7. Excerpts of minutes of meetings.
No set rules can be given as to exactly what inform ation is to be 
included in the perm anent file. All papers of a “carry-forward” nature 
and any inform ation that will be of benefit in future examinations should 
be included. T he accountant must use his judgm ent in determining 
what m aterial would be of value for perm anent file purposes. For 
example, depreciation and exhaustion schedules are valuable additions 
bu t details of property items vouched may best be kept with the current 
year papers.
Section 3705 — Confirmations
It is the responsibility of the supervisor and the in-charge accountant 
to determine the num ber and kind of confirmation requests to be mailed. 
In general, however, the following are required:
1. Bank confirmation. We use the Standard Bank Confirmation Forms—1940 
and 1940-A, the latter to confirm bank balances only and the former to obtain 
information as to the existence of possible actual and contingent liabilities as 
well.
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2. Accounts receivable. We have our own printed forms for both positive and 
negative confirmations, the latter in the form of a sticker to be attached to 
the client’s regular statements.
3. Accounts payable. Although we have no fixed form for confirmation of ac­
counts payable it is considered desirable to test the accounts payable by 
requesting confirmations from a representative portion of the client’s sup­
pliers.
4. Other. Notes receivable, securities held in safe-keeping, special deposits, other 
assets held by depositaries or trustees, significant details of short or long-term 
debt contracts, details of officers’ life insurance, details of capital stock issues 
by a registrar or transfer agent, and similar information should be verified by 
direct confirmation.
Examples of confirmation forms and representation letters are shown 
in Sections 3920 to 3930.
Section 3706 —  Insurance Coverage
One of the points to be considered in every audit engagement is the 
adequacy of the insurance coverage. Inadequate coverage may represent 
a serious weakness in the financial position of a concern under examina­
tion and should be brought to the attention of the supervisor or partner 
in charge for discussion with the client. Review of insurance coverage 
should be comprehensive as possible including business interruption 
insurance as well as more common types of coverage. In  cases where the 
staff accountant in charge does not feel qualified to determine the 
adequacy of such coverage, he should request advice from a supervisor 
or partner.
Firm policy requires that the work papers include a definite statement 
of opinion as to the insurance coverage. It is generally desirable to 
include a work sheet setting out book value, estimated insurable values, 
and insurance carried as support for such opinion. Tim e spent in this 
way is more valuable than that spent in listing and checking all the 
m inute details of unexpired insurance. This latter procedure should 
generally be applied on a test basis only.
Section 3707 — Client's Representations
Rigid rules with respect to client’s representations are not considered 
desirable, the nature and extent of written representations ordinarily 
being a m atter for the discretion of the supervisor and the in-charge 
accountant. Separate representations relating to inventories and to 
liabilities have become customary and should be secured in most cases. 
Occasionally, a comprehensive, written representation covering prac­
tically all items in the balance sheet may be in order, bu t these should 
be used with caution. Unnecessary and unim portant items should always 
be eliminated.
Examples of representation letters are given in section 3930. In draft­
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ing such letters the accountant should also refer to Statement No. 4 on 
Auditing Procedure issued by the committee on auditing procedure of the 
American Institute of Accountants.
380-REVIEW  PROCEDURES 
Section 3801 —  General Rules
Responsibility for a sound report extends to every person who con­
tributes in any way to the final result. Because of the nature of accounting 
and auditing, errors of either principle or detail may enter into the work 
at any point. For this reason, the analytical work of every accountant on 
an engagement, as evidenced by the work papers he prepares, must be 
reviewed carefully before the results of the analysis are incorporated in 
the audit report. T he in-charge accountant should review the work of all 
assistants. T he supervisor reviews the work of the in-charge accountant, 
including his review of the work of all assistants. Finally, the review 
departm ent, representing the partners, reviews the entire audit report 
and work paper file.
Questions as to the necessity for additional verification, proper treat­
ment of questionable items, or appropriate presentation in the financial 
statements must never be passed on by any accountant w ithout first 
arriving at a decision and setting forth full particulars. This is especially 
true of the accountant in charge of the assignment. T he accountant 
drafting a report must be satisfied with, and willing to assume responsi­
bility for, every phase of the report and the underlying work before 
releasing the draft to a supervisor. T he supervisor and the review depart­
m ent in turn  assume certain responsibilities, and their work should 
include, bu t not be limited to, the points set forth in the following 
sections.
Section 3802 —  Work of the Supervisor
T he supervisor accepts complete responsibility for any audit report 
which he passes as reviewed. It is his obligation to insure that:
1. The audit was made in accordance with accepted auditing standards and 
included all procedures which he considered necessary in the circumstances.
2. The supporting audit work papers have been checked to the trial balance item 
as the papers are reviewed to indicate that in his opinion:
a. The information on the supporting audit work papers is complete;
b. The balance shown in the work papers agrees with the amount shown in 
the trial balance;
c. The verification procedures applied satisfy generally accepted auditing 
standards.
3. The audit program was adequate and fully completed.
4. The accountant in charge of the engagement has been appropriately super­
vised and given adequate instructions and review.
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5. All required tax returns, both state and Federal and also any necessary indi­
vidual returns, have been properly prepared.
6. The net income per audit report reconciles properly to the net income per 
tax return.
7. The audit report has been satisfactorily reviewed with the client.
8. The audit report is mechanically accurate and complies with the requirements 
of the firm manual.
9. The certificate as drafted is appropriate to the situation.
Section 3803 — Work of the Review Department
T he review departm ent serves as a final check on the work of the 
supervisor and the staff accountants. I t reviews the audit report and work 
papers to determine that firm policy has been followed in the conduct 
of the audit and preparation of the report. T he departm ent’s examina­
tion is designed to include:
1. A detail check of the audit report to the trial balance and supporting audit 
work papers.
A thorough interchecking of the details of the report (performed by the 
comparing and proving department under supervision of the review depart­
ment).
A review of the draft of the audit report as to form.
A review of the audit work papers to ascertain that all pertinent principles of 
accounting and auditing have been observed.
A check of any tax returns including:
a. Interchecking the face of the tax return to the financial statements to 
determine that the items of income and expense have been properly set 
forth.
b. A review of the reconciliation of net income per tax return and per state­
ments as developed by the supervisor.
c. A check of the balance sheets on the tax return with respect to both the 
current and preceding year to determine that they agree with the state­
ments submitted to the client.
2.
Section 3804 — Points to be Considered by Both the Supervisor and 
The Review Department
It is not intended to present in this section a complete checklist of 
points to be considered in reviewing a report and the underlying working 
papers. T here can be no substitute for judgm ent in reaching a decision 
as to whether or not financial statements and the underlying examination 
are such that a report is ready for release. T he following are only an 
indication of some of the points as to which both the supervisor and the 
reviewer should be satisfied before a report is prepared for signature:
1. Adequacy of the examination and verification of the several items in the 
statements in the light of the system of internal control and the accountant’s 
review thereof.
2. Acceptability and consistency of accounting principles and procedures.
3. Receipt of all necessary confirmations — from depositaries, customers, trus­
tees, stock transfer agents, et cetera.
3.
4.
5.
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4. Receipt of all necessary representations — from company officials, counsel, 
independent experts, et cetera.
5. Compliance with trust indentures or other restrictive covenants.
6. Compliance with resolutions of stockholders and directors as set forth in 
minutes of meetings.
7. Acceptability of year-end adjustments, accruals, and provision for income 
taxes.
8. Disclosure of the nature of any contingent liabilities and any other matter 
requiring comment in a note to the financial statements (see sections 
beginning with Section 3651).
9. Proper classification and grouping of all items in the statements, supported 
by any necessary grouping sheets.
10. Adherence to standards of form, arrangement, legibility and mechanical 
accuracy, and compliance with rules and procedures set forth in this manual.
Section 3805 — Report Routing Procedures
T he following procedures which relate specifically to the routing of 
financial statements and audit reports after the draft is released by the 
supervisor, apply in general to all reports of whatever nature issued by the 
firm.
1. The assignment is cleared with the audit staff manager for appropriate nota­
tions on the control records.
2. The complete assignment file is forwarded to the Review Department for 
review.
3. After completion of its review, the Review Department approves the report 
for typing and forwards the rough draft to the Comparing and Proving 
Department, and, where there is no tax return, sends the working papers to 
the vault for filing; if a tax return is involved, the working papers are for­
warded with the tax return for use of the tax reviewer.
4. Comparing and Proving interchecks and foots the report completely and 
passes the report to the Typing Department.
5. After typing, the report is again footed and interchecked and read back to 
the rough draft by the Comparing and Proving Department.
6. The original and office copy of the typed report, unbound, are sent to the 
Review Department for final reading.
7. After final reading, the report is returned to the Typing Department for 
binding.
8. The bound copies of the report are returned to the audit staff manager who 
arranges for the approval and signature of a partner in those cases where 
the firm renders an opinion. Thereafter, the transmittal letter is prepared 
and signed, the report or statements released and appropriate notations 
made on the control records.
T ax returns are routed with the complete assignment file until the 
rough draft of the audit report has been approved by the Review Depart­
m ent and the tax return data interchecked with the statements or the 
report. Thereafter, the processing of the tax returns is as follows:
1. The Review Department returns the tax return plus the working papers to 
the audit staff manager for proper entry on the control records; thereafter, 
the return and papers are forwarded to the Tax Department for review.
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2. After review by the Tax Department, the return is sent to the audit staff 
manager for proper entry on control records and is then forwarded to Com­
paring and Proving for footing and interchecking.
3. The return is then typed and returned to Comparing and Proving for final 
proving, interchecking and comparing.
4. The typed return is then returned to the Tax Department for a final review 
and signature after which it is again forwarded to the audit staff manager.
5. The audit staff manager arranges for the preparation of the transmittal letter, 
for forwarding of the report to the client and for entry of final notations 
regarding the mailing of the return on the control record.
Section 3806 — Review of Tax Problems by the Tax Department
Every tax return prepared by a staff member in connection with work 
done for a client must be reviewed by the T ax  Department. Any signif­
icant tax problems in assignments which do not involve preparation of 
tax returns should likewise be reviewed by the T ax  Departm ent before 
reports are released.
T o  avoid delays while reports are being reviewed, the T ax Departm ent 
should be consulted when problems first arise and while work in the 
client’s office is in progress.
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EXAMPLES OF QUALIFIED OPINIONS, EXCEPTIONS AND EXPLANATORY 
MATTER IN PUBLISHED CORPORATE REPORTS
The annual surveys of published corporate annual reports by the In­
stitute’s research department contain many illustrations of qualified 
opinions, exceptions and informative remarks taken from the accountants’ 
reports included as part of such corporate reports. A small sample of 
these specimens is reproduced in this appendix to illustrate the various 
ways in which these matters are handled in practice. The examples 
relating to consistency in application of generally accepted accounting 
principles are taken from the sixth edition of the survey.1 All others are 
from the fifth2 and fourth3 editions. Examples from the fourth edition 
are identified (4th ed.).
The research department in its sixth survey analyzed six hundred re­
ports of corporations with fiscal years ending May 1, 1951 to April 30, 
1952 to determine the incidence of factors which affected the accountants’ 
opinions and reported as follows:
“T he reasons for the accountant’s opinion being qualified are the various 
changes in, or deviations from, consistent application of accounting principles, 
existence of various uncertainties, and scope of examination. T he most fre­
quent change in the application of accounting principles has resulted from 
the adoption of, or modification in, the use of the last-in, first-out method of 
inventory valuation.
“Table 8 shows a classification of the factors entering into the accountant’s 
opinions of the financial statements of the 600 companies included in the 
survey.
Table 8: Accountant’s O pinion Qualified
R e a s o n  f o r  Q u a l i f i c a t i o n
Change in application of accounting principles;
L ifo inventory method — initial adoption  
L ifo inventory method — modification 
Fixed assets and depreciation  
Other balance sheet items 
Income or cost items 
Consolidation principles 
Various other changes
Uncertainties, litigation, contingencies, etc.
Scope of examination
Total
1951 1950 1949
23 44 0
7 15 4
6 6 17
10 14 19
9 12 8
9 6 10
6 2 4
99
12 17 23
6 2 2
88 118 87
“In six reports in 1951 and four in 1950 it was either stated or
indicated in the footnotes to the financial statements that changes in respect
1 See references at end of this appendix.
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to the L ifo inventory method had no material effect upon the financial state­
ments and no qualification of opinion in respect thereto was expressed in the 
accountant’s reports for those companies.” 4
EXAMPLES OF EXCEPTIONS AND EXPLANATIONS AS TO 
SCOPE OF AUDIT
Omission of Certain Audit Procedures
The Codification of Statements on Auditing Procedure* in the follow­
ing excerpt specifies the disclosure to be made of the omission of certain 
audit procedures:
“In all cases in which the extended procedures are not carried out with 
respect to inventories or receivables at the end of the period or year, and 
they are a material factor, the independent certified public accountant should 
disclose, in the general scope section of his report, whether short or long  
form, the omission of the procedures, regardless of whether or not they are 
practicable and reasonable and even though he may have satisfied himself by 
other methods.
“In the rare situation in which they are applicable and are not used and 
other procedures can be employed which will enable him to express an 
opinion, he should, if the inventories or receivables are material in amount, 
disclose the omission of the procedures in the general scope paragraph without 
any qualification in the opinion paragraph with respect to such omission. In 
deciding upon the ‘other procedures’ to be employed he must bear in mind 
that he has the burden of justifying the opinion expressed.” 5
In all the examples included in this section, the accountants’ report 
noted the omission of certain auditing procedures. In most cases, the 
accountants stated that they had satisfied themselves by some other means 
as to the reasonableness of the item concerned. For those reports in which 
the opinion was qualified as a result of such omission, the pertinent ex­
cerpts from the opinion paragraphs are reproduced.
Accounts Receivable
A d a m s  - M i l l s  C orpora tion :  . . . Certain chain store companies, in reply to 
our requests for confirmation of accounts receivable, reported that they 
could not verify balances owing by them at any specific date. As to these 
balances, however, we satisfied ourselves by means of other auditing pro­
cedures.
K n o t t  H o te ls  C orpora tion :  . . . Except that it was not practicable to con­
firm by direct communication with the debtors, the current accounts due from 
hotel guests, as to which we have satisfied ourselves by other auditing pro­
cedures, our exam ination was made in accordance with generally accepted 
auditing standards and accordingly included such tests of the accounting 
records and such other auditing procedures as we considered necessary in the 
circumstances.
* The “Codification of Statements on Auditing Procedure,” is reproduced as Appendix 
B of Chapter 13.
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P an  A m e r ic a n  W o r ld  A irways ,  Inc .:  . . .  It was not practicable to obtain 
confirmation of certain accounts receivable from U nited States and other 
government departments or agencies, but we reviewed and tested available 
records and obtained information from individuals acquainted with the 
accounts to satisfy ourselves that they were fairly stated.
Inventories
A m e r ic a n  W r in g e r  C o m p a n y ,  Inc .:  . . . Except that we were not represented 
at the physical inventory counting, our examination was made in accordance 
with generally accepted auditing standards, and accordingly included such 
tests of the accounting records of the company and such other auditing 
procedures as we considered necessary in the circumstances.
C hecker  Cab M a n u fa c tu r in g  C orpora tion :  T he Corporation and its sub­
sidiaries did not make a physical determination of quantities as of December 
31, 1949, as to a major portion of the amount stated for inventories at that 
date, but our tests of the accounting and cost records for the year 1950 and 
of the physical inventory as of December 31, 1950, satisfied us that the in ­
ventories at the beginning of the year had been fairly stated.
C row n C en tra l  P e tro le u m  C o rp o r a t io n : Physical inventories of crude oils, 
finished products and work in process other than those located in independent 
pipe line transportation systems were taken by E. W. Saybolt and Company 
and Chas. Martin and Company, independent petroleum inspectors, and 
the quantities thereof were certified directly to and accepted by us. Quantities 
in independent pipe line transportation systems were confirmed to us di­
rectly. We have tested the clerical accuracy of the inventory records and 
reviewed the basis of inventory pricing.
M a c A n d r e w s  & Forbes C o m p a n y :  . . . We have received reports of chartered 
accountants upon their examinations of financial statements of the com­
pany’s foreign branches as of September 30, 1950 and of its wholly owned 
subsidiaries as of December 31, 1950. Opinions expressed in the reports of 
the chartered accountants are qualified as to scope of their examinations 
which omitted generally accepted auditing procedures of confirming accounts 
receivable and making physical tests of inventories. Our exam ination at the 
domestic offices of the company was made in accordance with generally ac­
cepted auditing standards, and accordingly included such tests of the ac­
counting records and such other auditing procedures as we considered neces­
sary in the circumstances.
Assets and liabilities of the company’s foreign branches have been included 
in the accompanying financial statements based upon unaudited branch 
reports as of December 31, 1950. Changes in assets, liabilities and results of 
operations of these branches during the three months ended December 31, 
1950 reflected in such reports were not material in relation to the consolidated 
totals.
In our opinion, based upon such examination, foreign branch reports and 
reports of chartered accountants, the accompanying . . . present fairly . . .
W a rn e r  C o m p a n y : Our examination was made in accordance with gen­
erally accepted auditing standards, and accordingly included such tests of 
the accounting records and such other auditing procedures as we considered 
necessary in the circumstances. Because of the manner of storing bulk mate­
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rials (stone and sand and gravel, etc.) in extensive and irregular piles, no 
one of which represented a relatively significant portion of the total, it 
was impracticable to take physical inventories of such items by weight or 
measurement, but we satisfied ourselves with respect to these materials by 
means of other auditing procedures, including inspection of substantial 
quantities at various locations.
Pyle-National Co.: . . . except as stated in the following paragraph.
The inventory at December 31, 1949, as shown in the accompanying 
balance sheet was determined from quantity records, without physical count, 
for approximately 90% of the total inventory and from a physical count at 
that date for the remainder. The quantity records for items having large 
dollar value had been adjusted for counts made at various dates during 1949. 
We have reviewed the basis of pricing, obsolescence and clerical accuracy of 
the inventory to the extent we considered necessary, but we were not present 
when a sufficient number of test-counts were made to adequately test in­
ventory quantities. During our review nothing came to our attention which 
would materially affect the inventory quantities.
In our opinion, subject to such adjustment as might result from a complete 
physical inventory . . . .  (4th ed.)
Reliance on Others
American Safety Razor Corporation: . . . Our examination, which embraced 
all companies except the British subsidiaries, was made in accordance with 
generally accepted auditing standards, and accordingly included such tests 
of the accounting records and such other auditing procedures as we con­
sidered necessary in the circumstances. The accounts of the British subsi­
diaries, which have been examined by other independent public accountants, 
are incorporated in the consolidated statements on the basis of amounts 
shown in the reports of such accountants.
International Business Machines Corporation: We accepted, after review, 
available reports of independent auditors on the accounts of IBM World 
Trade Corporation’s foreign subsidiaries and branches supplemented by 
the companies’ own statements and cabled information.
Lowe’s Incorporated: The accounts of foreign subsidiaries were examined 
or tested by Independent Public Accountants in the respective foreign coun­
tries as of August 31, 1950 in accordance with the program which we prepared. 
We have reviewed their reports relating to such examinations, have had no 
exceptions to take to the adequacy and sufficiency of the examinations and 
tests made by such other accountants, have accepted such work in the same 
manner as if it had been done by us, and have accepted such reports as a 
proper basis for consolidating the accounts of foreign subsidiaries with the 
accounts of the domestic companies as of August 31, 1950. Current asset 
and current liability accounts of foreign subsidiaries and other current ac­
counts in foreign moneys have been included at prevailing exchange rates, 
at rates lower than nominally quoted, or at rates of current remittances or 
sales of futures.
H. H. Robertson Company: As to the Company’s English branch and the 
Canadian subsidiaries, we examined reports of other accountants, and the
4
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accounts of the branch and the subsidiaries have been included in the 
accompanying statements as shown by such reports. The total assets of the 
branch and the subsidiaries amount to approximately 25% of the consoli­
dated total and their sales and net income aggregate approximately 29% and 
27%, respectively, of the consolidated totals.
In our opinion, which as to the English branch and the Canadian sub­
sidiaries is based upon the reports of other accountants, . . . present fairly . . .
Explanation of Audit Procedures Followed
Although exposition of the procedures followed in an audit usually is 
not necessary in the accountant’s report, there are situations in which 
such exposition is desirable. T he Codification of Statements on Auditing 
Procedure states:
“Delineation of auditing procedures followed may be included where be­
lieved to be in the interest of clear disclosure of material fact, or where it is 
desired to comply with the client’s request for amplification; explanations 
may be included, preferably in a separate paragraph, of essential matters 
which the client is unwilling to include in the financial statements; but where 
any such disclosures are made by reason of any reservation or desire to 
qualify the opinion they become exceptions and should be expressly stated 
or referred to as such in the opinion paragraph.” 6
T he following examples illustrate the delineation of several audit 
procedures and of procedures relating to specific areas of the audits.
Explanation of Certain Procedures
General Mills, Inc.: We have examined the statement of financial position 
of General Mills, Inc. and subsidiaries as of May 31, 1950, and, for the year 
then ended, the related statements of operations and earnings retained for 
use in the business. Our examination was made in accordance with generally 
accepted auditing standards, and accordingly included such tests of the 
accounting records and such other auditing procedures as we considered 
necessary in the circumstances.
The cash was confirmed by certificates obtained from the depositaries and 
custodians or by count. Tests were made of the validity of receivables by 
communication with the debtors, except that it was not practicable to so 
confirm receivables from United States Government Departments and Agen­
cies, as to which we satisfied ourselves by means of other auditing procedures. 
We made test checks of prices and computations of all inventories and con­
firmed by actual inspection the quantities of the principal inventories at 
locations selected by us; in addition, we made test checks of the grades of 
grain inspected by obtaining independent confirmation of the grades of 
samples taken by us.
Expenditures charged to the land, buildings and equipment accounts 
during the year, in our opinion, were properly capitalized as representing 
additions or improvements. The provision for depreciation for the year 
appears to be adequate based on the original cost of the properties.
All ascertained liabilities have been included in the accounts.
In our opinion, the accompanying statement of financial position and 
statements of operations and earnings retained for use in the business present 
fairly the position of General Mills, Inc., and its subsidiaries at May 31, 1950
5
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and the results of their operations for the year then ended, in conformity 
with generally accepted accounting principles applied on a basis consistent 
with that of the preceding year.
United Shoe Machinery Corporation: We have audited the accounts of the 
United Shoe Machinery Corporation for the fiscal year ended February 28, 
1951.
We have verified the cash on hand by actual count and the balances on 
deposit with the banks by direct correspondence; have examined by physical 
inspection marketable securities owned by the Corporation as well as those 
owned by associated companies and held for their account; have also verified 
by actual inspection, or by satisfactory evidence thereof if deposited else­
where, the stocks representing the investments in associated companies.
We have examined in detail the accounts receivable, and we consider them 
good and collectible, except those for which adequate reserves have been 
set up. Requests for confirmation of accounts receivable representing a 
large proportion of the Corporation’s receivables were sent to debtors chosen 
by us, including those with overdue accounts, the percentage of replies re­
ceived showing very satisfactory results.
Inventories of merchandise, finished parts, stock in process, finished ma­
chines, and supplies, at the district offices and manufacturing branches have 
been taken by employees of the Corporation under the direction and super­
vision of the officials of the Corporation, and have been submitted to us for 
our inspection. We are satisfied with the methods of internal control which 
are used to check the correctness of these inventories, such as, analysis of 
production, sales records, and complete cost systems, and their resulting in­
surance against inaccuracies, and we have made tests of items chosen at ran­
dom. Proper provision has been made for slow-moving and obsolete ma­
chines, parts and merchandise, in the taking of the inventories. All inven­
tories, as certified to by the Auditor of the Corporation, have been priced 
at the lower of cost or market.
Outstanding accounts payable on February 28, 1951 have been verified, 
and the Auditor has certified that all liabilities of the Corporation at the 
close of the year were entered on the books of the Corporation.
In our opinion, the accompanying unconsolidated balance sheet and state­
ments of income and surplus account, with explanatory notes thereon, present 
fairly the position of the Corporation at February 28, 1951, in conformity 
with generally accepted accounting principles applied on a basis consistent 
with that of the preceding year.
Newmont Mining Corporation: . . . including confirmation of cash, notes 
receivable, and securities by inspection or other supporting evidence.
Inventories and Accounts Receivable
American Colortype Company of New Jersey: Our examination included 
tests of accounts receivable by direct correspondence with debtors and tests 
by count of the inventories and a review of the adequacy of the company’s 
check and control of book inventories and of the procedures followed in the 
taking of the physical inventories.
In our opinion the accompanying consolidated balance sheet and related 
statements of consolidated income and surplus fairly present the consolidated 
financial position of American Colortype Company of New Jersey at Decem­
ber 31, 1950. . . .
6
Ch. 19] APPENDIX E
Gotham Hosiery Company, Inc.: Accounts receivable were tested by com­
munication with the debtors. We were present at the taking of inventories 
at the year end, observed the procedures, and test checked the quantities 
determined by employees of the Companies; we also reviewed inventory 
prices and computations.
In our opinion, the accompanying balance sheet and statements of profit 
and loss and surplus present fairly the consolidated financial position of 
Gotham Hosiery Company, Inc. and its subsidiaries at December 31, 1950. . . .
Botany Mills, Inc.: Our verification of the inventories included attendance 
of our representatives in departments constituting 96% of the total. A com­
prehensive test-check was made in these departments of items selected at 
random as reflected on detailed inventory sheets. Total quantities shown 
on the detailed sheets were traced to the final inventories. Merchandise out 
of the mill was verified by examination of correspondence. The mathe­
matical accuracy of the inventories was extensively test-checked. Cost prices 
of many of the items were checked against the cost records. Market values 
of finished fabrics were test-checked against sales billed subsequent to the 
close of the year.
In pricing certain materials used in the manufacture of hand knitting 
yarns, the company deviated from its usual “lower of cost or market” valua­
tion and used January 1, 1950 cost prices due to the length of time required 
to process these yarns. This method of inventory valuation resulted in a 
reduction of $145,926 from the “lower of cost or market” basis, reducing 
the net income for the year by that amount.
In our opinion, based up such examination, the accompanying con­
solidated balance sheet and related statements of income and surplus, with 
the notes appended thereto, present fairly the position of Botany Mills, Inc. 
and subsidiary companies at December 31, 1950, and the results of their 
operations for the year then ended, in conformity with generally accepted 
accounting principles applied on a basis consistent with that of the preceding 
year, except that a portion of the inventories applicable to hand knitting 
yarns was valued at January 1, 1950 prices.
R. J. Reynolds Tobacco Company: We were present when inventories were 
taken by the Company and checked procedures followed in determining 
quantities and valuation.
EXAMPLES OF EXCEPTIONS RELATING TO GENERALLY 
ACCEPTED ACCOUNTING PRINCIPLES
Exceptions relating to generally accepted accounting principles arise 
either because, in the accountant’s opinion, such principles (1) have not 
been applied in one or more instances or (2) have not been applied on a 
basis consistent with that of the previous year.
Application of Generally Accepted Accounting Principles
In each of the following examples, the accountants’ opinion was quali­
fied because of an exception taken to some item which the accountants 
believed was not treated in accordance with generally accepted accounting 
principles.
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Cerro de Pasco Copper Corporation: In the accompanying statement of 
income and earned surplus, depletion is charged on the basis of percentage of 
income as computed for United States income tax purposes in respect of the 
parent corporation and on the basis of amounts per ton of ore extracted 
during the year in respect of the portion of the reappraisal amount for mines 
allocated to a Peruvian subsidiary.
In our opinion, . . . present fairly . . .  in conformity with generally ac­
cepted accounting principles applied on a basis consistent with that of the 
preceding year, except that the parent corporation’s percentage depletion 
procedure above described is not generally followed.
Chicago South Shore and South Bend Railroad: In our opinion, the ac­
companying balance sheet and statements of income and surplus present 
fairly the financial position of Chicago South Shore and South Bend Railroad 
as of December 31, 1950, and the results of its operations for the year then 
ended, in conformity with principles of accounting prescribed by the Inter­
state Commerce Commission, applied on a basis consistent with that of the 
preceding year. However, in our opinion, the aggregate amount classified 
in the accompanying balance sheet of the company as reorganization adjust­
ments of capital and as paid-in surplus arising from the reduction in capital 
stock, should preferably be classified as a general property reserve.
The Cuneo Press, Inc.: As stated in Note 1 to the balance sheet, certain 
receivables owing by debtors having net current asset positions which do 
not justify treating such receivables as current assets, are classified as current 
receivables on the basis of the company’s opinion that they will be realized 
within one year. While we have no information that would lead us to ques­
tion such opinion, we are not in a position to confirm it. In the opinion of 
the company, the reserves for losses on both current and deferred receivables 
are adequate. However, it is our opinion that generally accepted accounting 
practice requires substantially larger reserves.
In our opinion, except for the matters mentioned in the preceding para­
graph, . . . .
Hercules Powder Company: The reserve for depreciation includes approxi­
mately $1,300,000 representing the portion of the provision for depreciation 
in 1947 equivalent to construction costs in that year which were deemed ex­
cessive. Inasmuch as charging this amount to income in 1947 is considered 
by us not to be in accordance with generally accepted accounting principles, 
this portion of the reserve for depreciation, in our opinion, should not be 
deducted from fixed assets but should be treated as a surplus reserve and in­
cluded in the reserve section of the company’s consolidated statement of 
financial condition.
In our opinion, subject to the exception noted in the preceding paragraph,
Marmon-Herrington Company, Inc.: In our opinion, interest and com­
mission adjustments of approximately $110,000 included in other income, 
less $29,000 federal income tax thereon, should not have been considered in 
the determination of net earnings for the year but should have been credited 
directly to earnings reinvested in the business. Otherwise, in our opinion, 
the accompanying statement of financial position and statement of earnings 
present fairly the consolidated financial position of Marmon-Herrington 
Company, Inc. and its subsidiary at December 31, 1950, and the consolidated 
results of their operations for the year then ended, in conformity with gener-
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ally accepted accounting principles applied on a basis consistent with that 
of the preceding year.
Consistency in Application
The following examples of qualified opinions, together with the ex­
ceptions which necessitated the qualifications, are grouped according to 
the nature of the items mentioned in the exceptions. Where the excep­
tion refers to a note which is part of a financial statement or to some 
other source, such reference is included in parentheses after the opinion.
LIFO Inventory Method— Intitial Adoption
B row n  & Sharpe M a n u fa c tu r in g  C o m p a n y  — As explained in N ote 1 to 
the accompanying consolidated financial statements, the company with our 
approval adopted in 1951 the L ifo (last-in, first-out) method of costing prin­
cipal inventories and changed the method of apportioning manufacturing 
overhead to inventory costs.
In our opinion, . . . present fairly . . .  in conformity with generally ac­
cepted accounting principles applied, except for the change noted in the 
preceding paragraph, on a basis consistent with that of the preceding year.
(Note 1: In  1950 and p r io r  years, the  com pany’s inven to ries  were stated a t cost 
o f  m a te ria ls  and d ire c t la b o r, d e te rm in e d  p r in c ip a lly  on the firs t- in , firs t-o u t basis, 
p lus  an a llow ance fo r  a p o r t io n  o f the m a n u fa c tu r in g  overhead expenses com ­
p u te d  a t a percentage o f d ire c t la b o r cost. In  1951 the  com pany adopted the  
L if o  m e thod  o f costing s u b s ta n tia lly  a ll o f the  inven to ries  o f re g u la r products.
In determining inventory on the L i f o  basis at December 31, 1951, the allow­
ance for overhead with respect to the increased quantities was based on total, 
rather than a portion, of the manufacturing overhead expenses for the year. The 
changes described above have had the net effect of reducing the consolidated loss 
for 1951 by approximately $686,000 and of increasing the value of inventories at 
December 31, 1951, by the same amount.)
H a rb iso n -W a lk er  R efrac tories  C o m p a n y — T o  the Shareholders: In our 
opinion, . . . present fairly . . . , in conformity with generally accepted ac­
counting principles which, except for the change (which we approve) in the 
method of determ ining cost for certain inventories as explained in the 
accompanying President’s Message to shareholders, were applied on a basis 
consistent with that of the preceding year.
(To Our Shareholders: In 1951 the Company adopted the Last-In, First-Out 
( L i f o ) method of determining the cost of its inventories of refractory brick, both 
finished and in process. At December 31, 1951 these classes of inventories were 
carried at $5,829,135, and the remaining classes were carried at average cost which 
was the method used in valuing all classes of inventory at December 31, 1950. 
The aggregate inventories at each date were below replacement cost. The adop­
tion of the L i f o  method in 1951 resulted in a decrease of approximately $1,000,000 
in the carrying value of inventories at December 31, 1951 and, accordingly, net 
income reported for the year 1951 was decreased about $200,000 and provisions 
for taxes on income were decreased approximately $800,000.)
LIFO Inventory Method— Extension of Use
A rm o u r  a n d  C o m p a n y  — T o  the Board of Directors: In our opinion . . . 
present fairly . . .  in conformity with generally accepted accounting prin­
ciples applied (except for the change referred to in the note on inventories,
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which we approve) on a basis consistent with that of the preceding year. This 
opinion is based on an examination of the statements which was made in 
accordance with generally accepted auditing standards, and included such 
tests of the accounting records and such other auditing procedures as we 
considered necessary in the circumstances.
(Note: During the 1951 fiscal year the Company extended the “last-in, first-out’’ 
method of inventory valuation to certain inventories which had previously been 
valued at the lower of cost or market. This change reduced the consolidated 
inventories approximately $1,800,000 at October 27, 1951, and the consolidated 
earnings approximately $980,000 for the fiscal year then ended.)
LIFO Inventory Method— Abandonment of Use
B a r k e r  B r o s .  C o r p o r a t i o n  — To the Stockholders: In our opinion . . . 
present fairly . . .  in conformity with generally accepted accounting prin­
ciples. As explained in the note appended to earned surplus account, in 
1951 the company reverted to the method of pricing inventories which was 
used in years prior to 1950; except for this change, which we approve, the 
accounting principles were applied on a basis consistent with that of the year
1950. Our examination of such statements was made in accordance with 
generally accepted auditing standards and accordingly included such tests 
of the accounting records and such other auditing procedures as we con­
sidered necessary in the circumstances.
(Note: In 1951 the company discontinued the method of pricing inventories on 
the last-in, first out (“Lifo”) basis which it had adopted in 1950 and reinstated 
the first-in, first-out method which it had used prior to 1950. These changes 
affected the statements of profit and loss for 1950 and 1951 by relatively unim­
portant amounts.)
T h e  S h e r w i n - W i l l i a m s  C o m p a n y  — Board of Directors: In our opinion, . . . 
present fairly . . . , in conformity with generally accepted accounting prin­
ciples which, except for the change (approved by us) in pricing certain in­
ventories, referred to in Note A to the consolidated balance sheet, have been 
applied on a basis consistent with that of the preceding year.
(Note A:  In 1948 the Company adopted the policy of establishing reserves 
against inventories of certain oils and pigments which had the effect of reducing 
the amounts of these inventories to a basis equivalent to the last-in, first-out 
method of pricing inventories, based on prices during 1945. Such method was 
not adopted for federal income tax purposes because of certain provisions of the 
Internal Revenue Code, which provisions are still unchanged. In view of the 
fact that no tax benefit was obtained by this method the Company, for this 
reason as well as other reasons, has decided to discontinue (as of September 1, 
1950) pricing the inventories referred to on such last-in, first-out method. The 
effect of this change was to increase net profit for the year ended August 31, 1951, 
by approximately $2,100,000.00.)
Fixed Assets and Depreciation
C a n n o n  M i l l s  C o m p a n y  — I n  our opinion, . . . present fairly . . .  in con­
formity with generally accepted accounting principles, applied on a basis 
consistent with that of the preceding year except as to the change, which we 
approve, in the provision for depreciation and obsolescence as explained in 
Note 1 to the financial statements.
(Note 1: The Company adopted a policy, beginning in 1951, of making provi­
sion for accelerated depreciation and obsolescence on the cost of its machinery 
and equipment, arising from intensive use under present conditions and the
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anticipated need for replacements resulting from improved design and processes 
in advance of the end of the heretofore estimated useful lives of existing facilities. 
The total provision for depreciation and obsolescence of plant property, included 
above in costs of goods sold, amounted to $2,396,991.23 including $698,631.11 for 
such accelerated depreciation and obsolescence of machinery and equipment. 
The provision for accelerated depreciation and obsolescence has not been 
deducted in computing the provision for Federal and State taxes on income.)
U n i v e r s a l - C y c l o p s  S t e e l  C o r p o r a t i o n  — To the Shareholders: As stated on 
page 17, the company changed its method of computing depreciation, effective 
January 1, 1951. This change, which we approve, did not materially affect 
net income for the year 1951.
In our opinion, . . . present fairly . . .  in conformity with generally ac­
cepted accounting principles applied on a basis consistent with that of the 
preceding year, except for the change in method of computing depreciation 
referred to in the preceding paragraph.
(Supplementary Financial Information (Page 17): Effective January 1, 1951, the 
company discontinued the method adopted in 1948 of providing accelerated 
depreciation on regular buildings, machinery, and equipment. Accordingly, 
the amount of depreciation for 1951 was provided at fixed rates on the straight- 
line basis used for income tax purposes.)
Intangible Development Costs
T h e  T e x a s  C o m p a n y  — T o  the Board of Directors and the Stockholders; 
In our opinion, . . . present fairly . . . , and were prepared in conformity 
with generally accepted accounting principles which, except for the change, 
which we approve, in treatment of intangible development costs as explained 
in Note 1 to the consolidated financial statements, were maintained by the 
companies on a basis consistent with that of the preceding year.
(Note 1: Intangible development costs — Since 1934, the Company has capitalized 
the costs of drilling productive wells and has amortized such costs by charges to 
the income account on a straight line basis, except in Illinois, Indiana and 
Kentucky, where the costs are fully amortized as incurred. For Federal income 
tax purposes, however, the Company continued to deduct all intangible drilling 
costs in the year incurred. As a result, there is an immediate tax deduction for 
drilling costs capitalized in the current year which costs will be amortized by 
charges to income in future years. This affects the income account in a way 
which becomes more significant in periods like the present one in which there 
are heavy drilling activities and very high taxes.
In recognition of this situation, the Company, beginning in 1951, has adopted 
the policy of providing an additional reserve for amortization of intangible 
development costs equivalent to the reduction in taxes applicable to the excess 
of current drilling costs incurred over regular amortization charges. In 1951, such 
additional amortization amounted to $13,680,796.)
Insurance, Pensions, and Vacation Expenses
A m e r i c a n  I c e  C o m p a n y  — To the Board of Directors: We believe the charge 
to reserve for contingencies, should have been made to income. Otherwise, 
in our opinion, . . . present fairly . . . , in conformity with generally accepted 
accounting principles applied on a basis consistent with that of the preceding 
year.
(Charge referred to above: “Expense of defense against extraordinary claims in
excess of insurance — $17,055.72”)
C u t l e r - H a m m e r , I n c .  — Board of Directors: In our opinion, . . . present 
fairly . . . , in conformity with generally accepted accounting principles
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applied on a basis consistent with that of the preceding year except for the 
changes explained in Notes 1 and 2 to the financial statements which changes 
have our approval.
(Note 1: As at December 31, 1951 the Company adopted the practice of accruing 
the expense for vacation pay to be paid in the ensuing year to conform to the 
method established for income tax purposes. The effect of this change in method 
was to charge $988,000 to operations in 1951 and the similar expense for the 
previous year, aggregating $813,798, was eliminated from current operations and 
charged to earned surplus, less a refund of $269,665 for Federal taxes on income 
in connection therewith.)
(Note 2: During 1951, the company eliminated by a credit to earned surplus, the 
unused balances of the miscellaneous reserves aggregating $235,311 and reduced 
the reserve for had debts by $33,103 all provided in previous years.)
Hercules Powder Company — To the Board of Directors: In our opinion, . . . 
present fairly . . . , in conformity with generally accepted accounting prin­
ciples which were applied on a basis consistent with that of the preceding 
year except for the change (which we approve) in the basis of providing in­
surance and pension reserves and making charges thereto, as explained in 
Note 4 of the accompanying notes to financial statements.
(Note 4: Effective January 1, 1951, a change has been made in accounting method 
with respect to insurance and pension reserves. Heretofore, the amounts set 
aside in these reserves have been based on estimated future payments, without 
allowance for tax credits which will accrue to the company when such future 
payments are made. Under this method, net income is adversely affected when 
the set-aside is made, and correspondingly benefited when future payments are 
charged to the reserve and tax credits accrue. To avoid this distortion, it was 
decided to make the reserve set-asides and charges on the basis of the net cost 
to the company after taxes estimated at an average rate of 50%. The effect of 
this change in 1951 was to increase net income by $864,400.)
Westinghouse Electric Corporation — To the Stockholders: In our opinion,
. . . present fairly . . . , in conformity with generally accepted accounting 
principles applied on a basis consistent (other than the change, which we 
approve, described in Note 3 on page 17) with that of the preceding year.
(Note 3: In computing its accrual for Federal income and excess profits taxes for 
1951, the Corporation deducted vacation expense in conformity with tax regula­
tions, as distinguished from the practice in prior years of deducting vacation 
expense currently paid. This change had the effect of decreasing the accrual for 
such taxes and increasing net income for 1951 by $1,600,000.)
Income, Costs, and Various Other Factors
Central Soya Company, Inc. —To the Board of Directors: In our opinion, 
. . . present fairly . . . , in conformity with generally accepted accounting 
principles applied on a basis consistent with that of the preceding year, except 
that for the year ended August 31, 1951 refinancing expenses of $128,639 
applicable to future years was charged against current income.
Commonwealth Edison Company — To the Board of Directors: In our 
opinion, . . . present fairly . . . , and were prepared in conformity with 
generally accepted accounting principles applied on a basis consistent with 
that of the preceding year, except for the write-off, with which we concur, 
to retained earnings of the unamortized debt discount and expense applicable 
to refunded issues as of June 30, 1951.
Pullman Incorporated — To the Board of Directors: In our opinion, . . . 
present fairly . . . , in conformity with generally accepted accounting prin-
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ciples applied on a basis consistent with that of the preceding year except 
for the change in the basis of accounting for certain royalties as outlined in 
Note F, which change we approve.
(Note  F: Prior to the current year, royalties were taken into income as received. 
A recent Federal court decision, however, requires that royalties receivable under 
agreements calling for a fixed aggregate amount, although contractually due and 
payable in future annual installments, must be taken into taxable income in the 
year in which the contract becomes effective. The Corporation has changed its 
accounting procedure to conform with this decision, and this had the effect of 
increasing the income for the year 1951 in the gross amount of $1,820,000, and 
the net amount of $1,065,000 after deducting Federal income taxes, over what 
would have been shown on the former basis of accounting.)
R e p u b l i c  A v i a t i o n  C o r p o r a t i o n  — To the Board of Directors: In our 
opinion, . . . present fairly . . . , in conformity with generally accepted ac­
counting principles, applied on a basis consistent (except as to the changes 
referred to in Note 5 of which we approve) with that of the preceding year.
(Note  5: During 1951, the Company adopted the practice of treating certain of 
its general administrative expenses (amounting to $1,040,311) as directly appli­
cable to production rather than as charges against income of the year, and also 
changed the accounting treatment of miscellaneous income items (cash discount 
and sale of scrap) to conform more closely with cost accounting requirements 
under Government contracts. The net effect of these changes upon net income 
after provision for Federal taxes on income was not material.)
Exclusion of Subsidiaries from Consolidation
B a u s c h  &  L o m b  O p t i c a l  C o m p a n y  — To  the Stockholders: In our opinion, 
the attached financial statements, together with the notes hereto, fairly present 
the position of Bausch & Lomb Optical Company and its U. S. A. subsidiary 
at December 29, 1951 and the results of their operations for the fifty-three 
weeks then ended, in conformity with generally accepted accounting prin­
ciples applied on a basis consistent with that of the preceding year except for 
the change in basis of consolidating foreign subsidiaries explained in Note 1, 
which change has our approval. Our examination of such statements was 
made in accordance with generally accepted auditing standards and accord­
ingly included such tests of the accounting records and such other auditing 
procedures as we considered necessary in the circumstances. Receivables from 
the United States Government were not confirmed but we satisfied ourselves 
by other means as to these accounts.
(Note  1: The accounts of the foreign subsidiaries are not included in the finan­
cial statements at December 29, 1951. The accounts of the Canadian subsidiary 
were included in the December 23, 1950 published statements but are eliminated 
in the attached statements so as to present the 1950 figures on basis comparable 
to those for 1951. The net effect of omitting the Canadian subsidiary has been 
to reduce the consolidated earned surplus at the beginning of the year by 
$37,008.)
T h e  M e n g e l  C o m p a n y  — To the Stockholders and Directors: In our 
opinion, . . . present fairly . . . , in conformity with generally accepted 
accounting principles, applied on a basis consistent with that of the preceding 
year except for the exclusion in consolidation of a subsidiary as set forth in 
Note 2, in which change we concur.
[Note 2: During the year 1951 the Company discontinued consolidation of the 
subsidiary operating abroad and will take into income only cash income when 
received in United States currency. Neither the difference between the invest-
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merit and the Company’s equity nor the subsidiary’s earnings for 1951 are 
significant in relation to the consolidated net assets and current earnings.)
EXAMPLES OF QUALIFICATIONS BECAUSE OF 
CONTINGENCIES, LITIGATION OR UNCERTAINTIES
These examples illustrate opinions qualified because of the existence 
of some factor the effect of which on the statements was not determ inable 
at the time of the audit. T he  first two examples relate to possible refunds 
payable under the Renegotiation Act. T he third example involves both 
renegotiation and litigation uncertainties.
American Woolen Company (Incorporated)— To the Stockholders: It is 
not possible at this time to anticipate what, if any, refund might be required 
as a result of subsequent renegotiation under Government contracts.
In our opinion, the accompanying consolidated balance sheet and related 
consolidated statements of income and surplus, with the explanation in the 
preceding paragraph, present fairly the financial position of American 
Woolen Company and subsidiary at December 31, 1951 and the results of 
their operations for the year then ended, in conformity with generally ac­
cepted accounting principles applied on a basis consistent with that of the 
preceding year.
J. P. Stevens & Co., Inc. — To the Board of Directors: In our opinion, sub­
ject to refunds, if any, which may be necessary under the Renegotiation Acts 
(see Note G) and losses which may be sustained in the disposition of idle 
mill properties (see Note B), the accompanying consolidated balance sheet 
and consolidated statements of income and earned surplus, together with 
their notes, present fairly the consolidated financial position of J. P. Stevens 
& Co., Inc. and wholly-owned subsidiaries at October 31, 1951, and the con­
solidated results of their operations for the year then ended, in conformity 
with generally accepted accounting principles applied on a basis consistent 
with that of the preceding year.
(Note B: During the year ended October 31, 1951, the Company discontinued 
substantially all operations at three of its New England mills. The sale of one 
of the mill properties was consummated during November 1951 and resulted in a 
loss of approximately $175,000, provision for which has been made as a special 
item in the accompanying consolidated statement of income. The other two 
mill properties, including machinery and equipment, are carried in the accounts 
at about |2,500,000 after deducting accumulated depreciation. The Company 
expects to transfer a substantial portion of the machinery and equipment at 
these two mills to other locations and to dispose of the remaining assets. No 
provision has been made for losses which may be incurred in the sale of these 
mill properties, because a final determination has not been made of the machinery 
and equipment which will be transferred and because it is not practicable at 
this time to estimate the realizable proceeds from the sale of the remaining 
assets.)
(Note G: Approximately 25% of the Company’s sales during the year ended 
October 31, 1951 are subject to the Renegotiation Acts. No provision has been 
made in the accompanying financial statements for possible refunds, because no 
basis presently exists for the determination of the Company’s liability, if any.)
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United Engineering and Foundry Company — To the Board of Directors: 
As the amount is not presently determinable, no provision has been made 
with reference to pending litigation relating to the Steckel patent instituted 
against the company by Cold Metal Process Company.
The companies have not determined the portion of their sales that may 
be subject to renegotiation. Accordingly, no provision has been made for 
the return of profits under the Renegotiation Act of 1951.
In our opinion, the accompanying consolidated statement of financial 
position and consolidated statement of operations, together with the foregoing 
explanatory comments, present fairly the financial position of United Engi­
neering and Foundry Company and its domestic subsidiaries at December 31, 
1951, and the results of their operations for the year then ended, in conformity 
with generally accepted accounting principles applied on a basis consistent 
with that of the preceding year.
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Special Problems of 
Specific Businesses
BY ALVIN R. JENNINGS
T he increasing  degree of specialization which has accompanied the 
development of our economy has resulted in the division of activities 
into many fields or areas. In  all, or very nearly all, of these fields, 
accounting plays an im portant part. T he public accountant is accordingly 
called upon to render professional service to many different types of 
businesses and other activities.
T he more basic accounting methods and principles have applicability 
in almost all fields of endeavor. For example, in all but the most 
elemental activities the use of double entry record keeping is appropriate; 
in nearly all areas the distinction between income and capital must be 
recognized in the accounts. On the other hand, accounting, if it is to 
attain maximum utility, must take into consideration, and be tailored to 
fit, the individual characteristics of specific types of businesses.
Thus, while the public accountant’s basic skills make him competent 
to render professional service over a wide area of activity, for him  to be 
able to serve with optimum  benefit he should have knowledge of the 
individual accounting problems and requirements of specific businesses. 
T he aim of this chapter is to furnish a convenient means of obtaining 
inform ation concerning accounting problems of specific businesses.
No attem pt is made here to duplicate the work of the various excellent 
textbooks which discuss accounting systems and methods of specific busi­
nesses; it is evident that to do so would result in an undertaking requiring 
far more space than could be devoted to it in this Handbook, unless the 
discussion was to be conducted on such a limited scale and in such a broad 
m anner as to be of very little practical value. W hat has been done 
is to include brief descriptions of the salient accounting and auditing 
features of some representative businesses, having in m ind that acquaint­
ance with such features will pu t the accountant in a position better to 
assimilate the more detailed inform ation available in various reference 
sources. It may be observed that many accounting problems referred to *
* The author wishes to acknowledge the substantial assistance received from Thos. J. 
Cogan in the preparation of this chapter.
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in discussions on specific business herein covered are also present in other 
businesses. For example, the discussions on verification of securities 
which is herein covered under “Investment Companies” and “Securities 
Brokers” also are applicable to audit verification of securities held by 
other types of businesses.
Appendix A of this chapter is devoted to a bibliography to which the 
accountant can refer in order to obtain information on accounting prob­
lems pertaining to a wide range of businesses. In compiling this bibliog­
raphy the assistance of practicing accountants specializing in the respec­
tive fields has been solicited. In deciding on source material to be 
included, consideration has been given not only to the comprehensive­
ness and authoritativeness of the material referred to, but also to its 
availability. An endeavor has also been made to include accounting 
requirements of regulatory bodies and recommended classifications of 
accounts of trade associations, where applicable. The material has been 
arranged, as far as practicable, according to broad classifications of en­
deavor and is presented in inverse chronological order without intent to 
imply that the most recently published material is necessarily the best.
A D V E R T I S I N G  A G E N C I E S
Advertising has assumed an increasingly important role in the dis­
tributive segment of our economy; without it the nation-wide distribu­
tion of goods and services necessary to maintenance of large scale produc­
tion could not be obtained. Advertising agencies are a very important 
adjunct to effective advertising.
Agency services encompass an extensive variety of activities including 
research on products, planning advertising campaigns, publicity and 
promotion, production of copy or data, and purchase of space or time 
for presentation of the completed sales effort. The expansion of services 
requisite to the presentation of effective advertising in highly competitive 
markets combined with the increasing volume of advertising placed, as 
compared with conditions during the early periods of agency develop­
ment, has resulted in the need for installation of efficient accounting 
systems capable of handling, without duplication of effort, many details, 
particularly those effecting the accumulation of production and advertis­
ing costs and billing.
Commissions, usually representing 15% of the charge made by news­
papers, magazines, radio or television stations (referred to, collectively, 
as “media”) for advertising placed by the agency on behalf of its clients 
is the principal source of agency income. It is estimated by the Amer­
ican Association of Advertising Agencies that, on the average, 75% of 
agency income is derived from such commissions. These commissions 
are granted by media owners only to recognized agencies and, by agree­
ment, no part of them may be remitted to the agency’s client.
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T he balance o£ agency income usually consists of fees received di­
rectly from clients, such as fees for services which are considered to exceed 
normal agency service, and commissions on the cost of mechanical charges, 
art work and similar disbursements. Supplemental fee arrangements with 
clients may be negotiated in instances where the volume of media trans­
actions on which commissions are paid is inadequate to fairly compensate 
the agency for providing competent service, or where special agency 
facilities and services are extended.
Advertising agencies do not act as agents in the strict sense of the 
term. They deal as independent contractors and are responsible to 
vendors for commitments made on behalf of clients for space, time, 
production and other advertising costs. T h ese commitments are usually 
substantial, particularly when viewed in relation to the small am ount of 
capital which may be expected in the case of a company which is primarily 
a personal service enterprise. In  view of these circumstances, it is im ­
portant that financial arrangements with clients provide for prom pt 
payment of all liabilities incurred by the agency for advertising on their 
behalf. A proper agency accounting system will assure that billings for 
the account of clients are rendered in sufficient time to facilitate collecting 
from clients prior to the date payment is due to media vendors. Failure to 
adhere to this policy may result in severe strain on the agency’s working 
capital and im pairm ent of its credit rating with publisher’s associations. 
T o  encourage timely collections from clients, it is customary for media 
owners to permit agencies to pass on to advertisers who settle agency 
billings within specified dates a cash discount of 2% of the am ount pay­
able by the agency through the media.
In  the interest of assisting advertising agencies to establish sound and 
efficient accounting procedures, the American Association of Advertis­
ing Agencies has released to its members a comprehensive m anual of 
advertising agency accounting which is designed to fulfill the require­
ments of agencies of various sizes. Many agencies have found it advisable 
to install mechanical bookkeeping systems to process the numerous 
transactions involved and to provide management with timely financial 
information.
T he details of costs incurred in connection with preparation of m a­
terial required to produce advertising copy are generally carried under a 
work order system. T he aggregate of unbilled costs is carried in the 
agency's balance sheet as a work-in-process inventory or as “billables 
pending.” This balance should represent only those charges which are 
considered to be properly billable to and recoverable from clients; 
amounts not so considered should be written off to an appropriate ex­
pense account designated as “unbillable client expenses,” with appro­
priate executive authorization. If an agency undertakes projects which 
may require large outlays of funds over an extended period, it is often 
possible to make arrangements with clients to submit bills as the work
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progresses or to obtain an advance deposit, thus easing the demands on 
the agency’s working capital.
The audit of an advertising agency should include test-checks of in­
come for the period under review by application of prescribed com­
mission rates to the respective classification of media. The calculation 
of other items of service income should be test-checked by reference to 
underlying agreements and records. An examination of transactions 
subsequent to the accounting period is especially helpful in disclosing 
whether or not all items of income or costs applicable to the period 
have been recorded in the accounts.
M O T I O N  P I C T U R E  T H E A T E R S
There are in the United States nearly twenty thousand theaters with an 
aggregate seating capacity in excess of twelve million people. Motion pic­
ture exhibition lends itself readily to a “chain” type of operation and 
many of the theaters in the country are owned by chains; however, there 
also are a considerable number of individually owned theaters. Previ­
ously, many of the theater chains were owned by producing companies, 
but as a result of antitrust proceedings instituted by the government a 
number of years ago the production and exhibition of motion pictures 
are being rapidly divorced.
While the primary source of revenue of a motion picture theater is 
from the sale of admissions, a secondary source of considerable import­
ance in some theaters is from the sale of confections and soft drinks to 
patrons. In addition, relatively minor amounts of revenue may accrue 
from advertising on programs and on screen flashes. Revenues are pre­
dominantly in currency and proper internal control is of utmost import­
ance. Admissions revenues are usually controlled by the use of pre­
numbered tickets. Among the procedures for preventing the reuse of 
tickets are the use of mechanical ticket ejecting devices in the cashier’s 
office and the requirement that the ticket-taker tear in two the ticket sub­
mitted to him. One half of the ticket is deposited in a locked box and 
the other half is given to the patron. In addition, many theater manage­
ments frequently inspect stubs in the collector’s box to see that serial 
numbers correspond with those being currently sold. Revenues from the 
sales of confections and similar items are usually controlled by the use 
of the retail inventory method.
The largest single item of cost for a motion picture theater is the rental 
of films for exhibition. Feature films are usually rented on the basis of a 
percentage of the gross admission receipts of the theater. Short films such 
as comedies or news reels are usually rented at a flat price. Other costs are 
represented chiefly by salaries and wages, light and power and occupancy 
costs such as rent or, if the building is owned, taxes and depreciation.
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Some of the larger theaters conduct stage shows in conjunction with 
film exhibitions. Both stage show and film are selected so that, together, 
they represent an integrated entertainment package; in these cases, costs 
of preparing for and staging the stage show are usually amortized over 
the expected run of the picture.
The accounting records of a motion picture theater do not present any 
unusual problems. For statistical purposes it is customary to record trans­
actions on a weekly basis; hence the use of fiscal years of fifty-two weeks 
ending at the close of a calendar week is general. Records should be 
designed to show revenues and costs relating to specific shows, both for 
management purposes and in order to determine film rentals payable, in 
cases where such rentals are based on receipts. There should also be 
adequate control over unsold tickets and procedures should be established 
to tie in receipts with tickets dispensed. In cases where confections are 
sold, appropriate inventory records should be maintained; it is sometimes 
possible to obtain over-all control of this source of revenue by use of the 
retail inventory method, and, in addition, some control of detailed 
quantities may be desirable.
The matters discussed in the preceding paragraphs suggest some of the 
special problems which will be encountered in making an audit of a 
motion picture theater enterprise. The auditor’s review of internal con­
trol should be directed, among other things, to ascertaining that the 
accounting procedures provide for adequate control over revenues from 
admissions and confection sales. Tests of film rental payments should 
be made by reference to rates specified in rental arrangements. Rentals 
of films which have not yet been exhibited at the balance sheet date 
should be deferred; conversely, appropriate accruals should be provided in 
respect of unpaid rentals on exhibited films.
In cases where stage shows are presented, advance costs of preparation 
may appropriately be deferred.
Operating statements of motion picture theaters, particularly those 
intended for use of management, frequently separate expenses between 
those of a variable and controllable nature, such as film rentals and 
salaries, and those which are relatively fixed in character such as rent 
and interest.
C O N S T R U C T I O N  A C C O U N T I N G
Construction work may be put in three general categories; (a) public 
works, such as highways, bridges, tunnels and schools; (b) industrial and 
commercial projects, such as power plants, pipe lines, office buildings and 
factories; and (c) private dwellings. A construction project or job is 
usually undertaken by a general contractor, but many parts of the work 
are often subcontracted. The general contractor assumes over-all respon­
sibility for the job regardless of the extent of subcontracting. Typical
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work subcontracted would include heating, electrical, painting, et cetera. 
Construction contracts usually fall into one of three general types: (a) 
lum p sum or fixed price contracts, which normally are used in the case of 
construction work that is of a more or less standardized nature and which 
is undertaken during a period of relatively stable costs (sometimes if 
m aterial changes in prices are anticipated, the fixed price contract may be 
modified by the inclusion of an escalator clause); (b) the cost type of 
contract which provides for reimbursement of contract costs plus a fixed 
am ount of fee or of an am ount based on a percentage of cost (this type of 
contract is sometimes modified by the inclusion of a maximum contract 
price clause and may also contain an incentive clause under which the 
contractor will be entitled to additional compensation in the event the 
work is completed at less than the estimated m axim um ): (c) the un it price 
contract (in this case prices are specified in the contract for each yard of 
excavation, concrete work, abutm ent, et cetera; this form of contract is 
used frequently on state highway work or other similar situations where 
the quantity of work is not determ inable at the time the contract is 
negotiated).
T he construction business financially is a hazardous one. This is par­
ticularly true in the case of large construction projects which are under­
taken at fixed prices, especially when competition compels close pricing; 
any error in estimates or any unforeseen variation in anticipated condi­
tions may turn  an expected profit into a substantial loss. In  view of these 
circumstances the need for adequate accounting records is evident. 
Estimates for future jobs must, in large part, be based upon cost ex­
perience developed from previous work, as recorded on the company’s 
books. Prom pt and accurate reports on costs incurred on jobs in process 
must be obtained so that any m aterial deviations between actual and 
estimated costs can be brought to the attention of operating executives.
Effective control of construction costs requires daily, weekly, and 
monthly reports of work completed and records of cost by units of con­
struction and type of operation in each unit. Internal control over receipts 
and usage of materials, and employment and payment of personnel 
should be exercised on the job site. At the contractor’s home office a care­
ful review should be made of invoices for materials and subcontract work 
before approval for payment. As stated previously, accumulated costs 
should be compared with estimates and any m aterial deviations accounted 
for. In addition to the usual books of account the records of a contractor 
should provide: (1) inform ation containing the aggregate costs of jobs, 
and reasonably detailed classification of all costs; (2) contract data in ­
cluding original price, change orders, items allowable as cost, overhead, 
insurance, et cetera; (3) amounts billed and paid during construction and 
amounts withheld by owners pending completion of construction; (4) 
amounts owing and paid to subcontractors and amounts w ithheld from 
subcontractors until completion of their work; (5) a detailed record of
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heavy equipment operating costs, for purpose of allocating these costs to 
jobs; (6) an insurance record showing bases of charges to jobs for work­
men’s compensation, public liability, payroll and other appropriate forms 
of insurance.
Profit on construction contracts may be reported either (a) when the 
contract has been completed, or (b) on the basis of partial performance. 
While the former basis is obviously more conservative the latter may be 
appropriate, and in fact preferable, in cases of contracts which extend 
for long periods and where the circumstances are such that the total profit 
which will be realized can be estimated with reasonable accuracy and 
ultimate realization is reasonably assured. Percentage of performance 
should preferably be determined on the basis of engineering estimates 
although the proportionate costs incurred may be used for this purpose. 
This latter basis, however, should not be used unless circumstances are 
such that the amounts of cost incurred up to any particular time are 
reasonably indicative of the percentage of completed performance. At 
the end of an accounting period, provision should be made for any 
anticipated losses which may be incurred upon completion of contracts 
in process, whether the completion of contract method or the partial 
performance method of reporting profits is employed. Income state­
ments of contractors usually show only fees received for construction; both 
aggregate amounts billed and total costs incurred are omitted although 
this information may be shown as statistical data.
The fact that construction work differs in character from that of 
ordinary commercial and industrial companies gives rise to some dis­
tinctive auditing problems. Probably the most important of these is 
consideration of the amount, if any, which should be provided for losses 
on completion of contracts in process at the year end. No single method 
or general rule can be stated for accomplishing this; among factors which 
must be taken into consideration are comparisons of actual costs incurred 
to date with estimated costs, experience with similar contracts, any un­
expected physical conditions encountered, and the general trend of costs. 
The audit of cash must take into consideration the fact that currency and 
imprest funds may be located at various job locations. Procedures relating 
to insurance should include ascertainment that accounting procedures 
provide for proper allocation to costs of insurance expense. The review 
of internal control should include consideration of the client’s procedures 
with reference to payrolls originating at job sites; unless the company’s 
procedures include periodic surprise visits to projects and independent 
pay-offs it may be that the auditor should undertake tests of these as part 
of his independent examination.
M O T O R  C A R R I E R S
Statistics complied by the Department of Commerce dealing with 
national income originating in various segments of the transportation
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field show that between 1929 and 1950 the motor carrier industry’s con­
tribution to national income increased by approximately 395%, whereas 
during that same period the contribution by railroads increased only 
approximately 57%.
Today, most states exercise jurisdiction over the operations of motor 
carriers and, since 1935, motor carriers engaged in interstate transporta­
tion have been subject to regulation by the Interstate Commerce Com­
mission as a result of the passage of the Motor Carrier Act of August 9, 
1935. Regulations among other things deal with rates, insurance require­
ments, safety standards and accounting methods. T he latter are designed 
to aid the commissioners in the exercise of their powers.
T he primary purpose of a uniform system of accounts is to provide 
for standardized financial inform ation for general statistical purposes and 
to implement the rate-making process inherent in an industry under 
public regulation. In an industry such as motor carriers where many of 
the units are small and consequently where accounting may have been 
conducted on a quite informal basis the introduction of these accounting 
requirements has, in general, led to improvement in the general standard 
of accounting. It is interesting to note that the uniform system of 
accounts promulgated by the Interstate Commerce Commission not only 
is on a strict accrual basis but requires that all accruals be recorded 
monthly in the books of account. Another interesting feature of the ICC 
accounting requirements is that the books of account must be kept on 
a calendar-year basis. T he ICC requires quarterly reports which must be 
filed on or before the last day of the m onth following the close of each 
calendar quarter. In addition an annual report, in greater detail than 
the quarterly reports, is required to be filed on or before March 31 fol­
lowing the close of each year. T he accounts provided by the ICC uniform 
system are divided into the usual classifications of balance sheet accounts 
and profit-and-loss accounts. T he balance sheet accounts are similar to 
those used by other businesses. They do, however, provide for one 
account which is not usually seen: an account for prepaid tires and tubes 
to which are charged all purchases of tires and tubes including those 
which come as part of original equipment. Revenue accounts have pre­
scribed classifications according to source of revenue such as freight, 
passenger, baggage, mail, et cetera. Expense accounts distinguish between 
those expenses which are more or less variable in nature and those which 
are more or less fixed. Variable accounts generally follow the types of 
activities which are part of the operation of a motor carrier. They may 
be classified as:
1. M aintenance and garage expenses, being those necessary to store and keep 
rolling equipm ent in working condition.
2. Transportation expenses, being expenses relating to actual operation of 
vehicles on the road.
3. T erm inal expenses, being expenses incidental to the maintenance of terminals 
and pick-up facilities.
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4. Sales, tariff and advertising expenses.
5. Insurance and safety expenses.
6. Administration expenses.
T he fixed expenses include depreciation and amortization, operating 
taxes and licenses, rent and financial expenses.
In  making an audit of a motor carrier the public accountant should 
see that transactions are recorded in the accounts in accordance with the 
requirements of the uniform system. A review of internal control pertain­
ing to the recording of revenues and examination of related documents to 
see that revenues appear to be properly accounted for also is im portant. 
Passenger revenues usually are recorded on the basis of ticket sales. 
Freight revenues usually are recorded from manifests. A manifest is a 
listing of all individual shipments which go to make up a load for a truck; 
it indicates, in addition to data necesary for operating purposes, the 
am ount of freight charges, whether or not they are paid in advance, are
C.O.D. and so on.
I N V E S T M E N T  C O M P A N I E S
T he function of an investment company is to provide a medium 
through which the investor may obtain diversification and professional 
supervision of his investments. Investment companies have existed in 
Europe since the 19th century; in this country, however, their use did 
not become widespread until the late 1920’s. Investment companies may 
be classified in two ways: first, according to their basic investment objec­
tives and second, according to their capital structure; these will be dis­
cussed in the following paragraphs.
Some investment companies emphasize diversification and invest in a 
broad range of securities. Of these diversified companies some follow a 
policy of investing largely in common stocks while others endeavor to have 
their investment positions balanced as between bonds, preferred stocks, 
and common stocks. Percentages of total funds in each category are 
usually influenced by general market levels. At high levels the tendency 
is to invest proportionately more in senior securities; the reverse pro­
cedure prevails during periods of declining prices. Diversified companies 
of this class are known as “balanced fund’’ companies. O ther companies 
follow what is termed to be a nondiversified investment policy and con­
centrate their investments in relatively few securities, often in a particular 
field of industry.
As stated before, investment companies also are classified according to 
the nature of their capital structure. T he two general classes are closed- 
end companies and open-end companies. A closed-end company has a 
relatively fixed capital structure. Its outstanding shares are bought or 
sold by investors through national securities exchanges or in the over 
the counter market as in the case of industrial companies. Open-end
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companies, as the name implies, continuously offer for sale their capital 
stock and also undertake to redeem outstanding shares at the option of 
the stockholders. Since these companies in effect m aintain their own 
m arket for their capital shares it is not customary for their stock to be 
listed on any exchange.
Stock of open-end investment companies is sold and redeemed by the 
companies at amounts based upon underlying net assets, including 
investments at m arket valuations. However, in many, probably the 
m ajority of cases, the stock is not sold directly by the company to the 
investor bu t is issued to a distributor or underwriter who in turn  sells it 
to the investor at the asset value am ount plus a selling commission or 
“load.”
Investment companies are subject to Federal regulation through the 
Securities and Exchange Commission by reason of the Investment Com­
pany Act of 1940. In  addition, those companies selling securities currently 
must register such securities under the Securities Act of 1933. Any com­
panies whose securities are listed on a national securities exchange are 
also subject to the provisions of the Securities Exchange Act of 1934.
In recognition of the fact that investment companies are not so much 
business enterprises as conduits through which investment income flows 
to shareholders, they have been accorded special treatm ent for Federal 
income tax purposes. Companies which meet the definition of a “regu­
lated investment company” as that term is defined in the Internal 
Revenue Code are not subject to income taxes on income or security 
profits to the extent such income and profits are distributed in dividends 
to their shareholders.
Financial reporting of investment companies is greatly influenced by 
the especial significance which attaches to per share net asset value (that 
is, the am ount of assets, including investments at m arket valuations, less 
liabilities, divided by the num ber of outstanding shares). Because of this 
the balance sheet assumes much greater relative importance than it does 
in the case of industrial companies where earning power is such a 
significant factor to the investor. Since net asset value is so im portant and 
since a balance sheet which reflects investments at cost would not be 
particularly meaningful it has become quite general practice to include 
investments at current m arket valuations in the case of balance sheets 
of investment companies even though this may result in recording un­
realized appreciation. T he general acceptance of this basis of reporting 
is evidenced by the fact that it is required by the Securities and Exchange 
Commission to be shown, either directly or parenthetically, in all financial 
statements of open-end investment companies which are filed with it. 
Recognition of unrealized appreciation of assets in the financial state­
ments of investment companies raises the problem of recognizing the in­
come tax payable upon realization of such appreciation — one cannot in 
effect anticipate that assets will be realized upon at a certain figure with­
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out at the same time providing for the tax consequences attendant upon 
such realization. In  cases where companies are in a position to qualify 
as regulated investment companies under the provisions of the Internal 
Revenue Code previously referred to, and so to eliminate the necessity of 
payment of income taxes, provision for Federal income taxes on un ­
realized appreciation obviously is not required. However, in the case 
of other investment companies it has been customary to provide for the 
estimated income tax which would be payable if the appreciation in­
cluded in the financial statements were realized.
In many cases (probably the vast majority) cash and securities owned 
by an investment company are kept by a bank under a custodian agree­
ment. This arrangement, of course, is adopted as a measure of protection 
and convenience. Under this arrangement the bank not only keeps the 
investments in its custody but also collects income on them and in the 
case of purchases and sales attends to receipts and deliveries of the securi­
ties and payment or receipt of the purchase or sale prices. As a further 
measure of protection many of these custodian agreements provide that 
the bank shall not deliver securities except for certain specified trans­
actions.
T he adm inistration and accounting of investment companies do not 
necessitate a large organization and, consequently, aside from the degree 
of check afforded by the custodian arrangement just referred to, the 
opportunities for internal check and control are limited. Because of such 
lim itation it has been customary to make rather detailed audits of the 
financial statements of investment companies. A udit procedures include 
examination of supporting documents for security transactions and ex­
pense payments, verification of income and expense accruals at the close 
of the period, and independent check of income, by means of computation 
in the case of interest and by reference to published lists of dividend 
declarations in the case of dividends. In  addition, in the case of open-end 
investment companies, it is customary to make test-checks of the calcula­
tions of net asset values upon which amounts received for shares issued 
and paid for shares redeemed are based.
RETAIL DEPARTMENT STORES
T he principal distinguishing characteristics of the business of a retail 
departm ent store are the large volume of transactions, each of which is for 
a relatively small amount, the large variety of classes of merchandise 
carried in stock, and the large num ber of customers with whom business 
is done. T he individual sale in a typical m etropolitan departm ent store 
probably averages no more than five dollars. A tremendous num ber of 
transactions are consummated to yield annual volume and to do it 
the retailer must offer thousands of different items in his inventory.
It is because of these characteristics of the business, which are shared 
by almost any retail establishment from the small corner store to the
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large mail order house, that special accounting techniques have been 
devised over the years. Obviously, it would be impractical to attem pt 
to “cost” each sale separately, and similarly, it would not be practical to 
attem pt to “cost” each item of a physical inventory. Therefore, what is 
known as the retail inventory method has been developed and is usually 
employed in this type of enterprise.
Fundamentally, the retail inventory method is a method of averaging. 
Data with respect to merchandise transactions are kept in a “retail ledger.” 
T he store as a whole is divided into departments, each of which is in ­
tended to carry merchandise of a relatively homogeneous nature. T he 
data are compiled and recorded in the retail ledger separately by de­
partments. Purchases from vendors are entered at both cost and retail, 
that is, not only at the purchase invoice am ount bu t also at the extension 
of the price at which the merchandise will be marked for sale to customers. 
Sales are then tabulated, and any changes made in prices previously 
marked on the merchandise are totaled, and totals of both are deducted 
in the retail ledger. Thus, a perpetual inventory at retail is m aintained. 
A percentage, developed essentially from the relationship between the 
aggregate cost and the aggregate retail prices of all purchases plus 
opening inventory, is applied to the inventory at retail of each depart­
ment. Mark-downs (reductions in retail prices below those originally 
marked on the merchandise) are not allowed to affect the conversion per­
centage (these being treated as sales). Application of the percentage 
yields a m arket valuation which is less than cost, being on the basis of 
the reduced selling prices of unsold merchandise less average markup.
Periodic physical inventories are taken by departm ents at retail only. 
T here need be no descriptions of the items on the inventory sheets. 
So long as the departm ent identification, the quantity and the retail price 
of each type of item are shown, no further inform ation is necessary for 
the operation of the system. However, for purposes of good management 
other information, such as age of the merchandise, may be and usually is 
furnished.
Recognition of the impracticality of other than an averaging method 
for valuing inventories of retail establishments is contained in the In ­
ternal Revenue regulations, which allow use of the retail method. This 
method, with variations, may also be used as the basis for establishing 
L ifo  inventory valuations of retailers through application of published 
Bureau of Labor Statistics price indexes.
At those stores where credit is granted to customers, accounts receivable, 
again involving large numbers of transactions of individually small 
amounts and with a large num ber of customers, must be recorded. Be­
cause of the high clerical cost which would be involved in keeping in ­
dividual customers’ accounts in the fashion of an industrial concern, 
special accounting techniques have been developed here too. Some stores 
photograph customers’ statements to lighten the load at the month-end.
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Many retailers have been adopting “cycle billing.” Under the latter 
procedure customers’ accounts are divided into groups, each group being 
billed at a separate closing date during the m onth rather than all at the 
month-end. Also, the statements usually show only the balance due, 
supported by copies of the related sales checks. Thus, no postings to in ­
dividual accounts are actually made. Each customer’s sales checks are 
tabulated by adding machine, the tape is attached to the sales checks, 
the total is entered on the statement and, after microfilming, all docu­
ments are sent to the customer.
Generally, receivables and inventory constitute the principal assets of 
the retailer. T he premises often are rented, in which case the investment 
in fixed assets is not large.
Each operating expense of the retailer is usually classified in two ways, 
according to the natural and the functional classifications. T he natural 
classification, as the name implies, classifies expenses in accordance with 
their nature, such as salaries, rent, et cetera. T he second classification 
divides expenses into five functional categories, these being (1) adminis­
trative and general, (2) occupancy, (3) publicity, (4) buying and mer­
chandising, and (5) selling and delivery. T he classification of expenses, 
both by natural and functional divisions, has been standardized by the 
Controllers’ Congress of the N ational Retail Dry Goods Association and 
the majority of the larger retailers have adopted the standardization so 
that they may make ready comparisons of their own operations against 
the statistics of the trade published periodically by the H arvard Business 
School and by the Controllers’ Congress of the National Retail Dry Goods 
Association.
T he peculiar problems of the retailing business and the accounting 
techniques developed to handle them give rise to problems in auditing. 
Exam ination of vendor invoices, a standard procedure in most audits, is 
not useful, of itself, in testing the valuation of inventories. Audit tests 
must be directed toward establishing the validity of the data in the retail 
ledger and while examination of vendors’ invoices is one step in that 
process, other tests such as review of price change procedures, and so on, 
also are required. Studies of retail ledger statistics by departm ents (orig­
inal mark-on percentages, mark-downs and the percentages thereof to 
sales, inventory turnover, shortages, et cetera) and comparison with prior 
periods should be undertaken. Comparison also can be made with 
statistics published annually by the Controllers’ Congress. I t  must be 
remembered that style and season factors are very im portant in the case 
of the inventory of a retailer. W om en’s hats, for instance, more than 
two or three months old, are virtually worthless. I t  is therefore vital that 
the age of the stock of each departm ent be studied carefully, with special 
attention to those departments carrying women’s apparel and accessories 
or other goods subject to frequent style changes.
T he added volume of customers’ accounts does not cause any significant
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change in the usual procedure of auditing. Where cycle billing is in use, 
the confirmation procedure must extend over a longer period. Many 
stores, however, have excellent internal control over their accounts re­
ceivable and in those cases it is feasible to confirm a smaller percentage 
of the total num ber of accounts than m ight be required with respect to 
the accounts of an industrial concern. Also, since the customers are in­
dividuals who may not be familiar with the purpose of the communica­
tion, the retailer may desire a form of confirmation request longer and 
more explanatory than the form usually used, to avoid misunderstanding 
on the part of the customer.
I t  would obviously be impractical to test the adequacy of the allowance 
for doubtful accounts by complete review of all individual accounts. One 
approach to this problem is to review a selected portion of the accounts 
and apply the findings to all of the accounts. Any large accounts which 
m ight distort the findings should be reviewed individually.
T he statistics published periodically by the H arvard Business School 
and by the Controllers’ Congress of the National Retail Dry Goods 
Association may be very valuable in studying the merchandising and 
operating results of a retailer. These statistics are given in considerable 
detail, separately by groups according to volume range, and provide a 
useful “norm al” against which comparisons may be made.
NEWSPAPER COMPANIES
Newspapers render a vital service to their leaders but derive most of 
their revenue from a by-product, advertising. In  the case of metropolitan 
newspapers 25% of gross revenues may be from circulation and 75% 
from advertising. A successful newspaper must attract and hold an 
increasing num ber of readers. T he real inducement to extend circulation 
is the higher rate for advertising space which larger circulation com­
mands. Promotional activities such as contests, home delivery, insurance, 
and other attractions are sponsored to increase circulation. T he costs of 
such promotions are customarily charged to circulation departm ent ex­
pense. T h e  accounting for circulation and advertising revenues is usually 
lodged in separate departments.
Circulation revenues are classified in  the accounts to show the total 
amounts derived from the several papers printed (that is, morning, eve­
ning and Sunday) and thereafter by the sources of circulation such as 
newsdealers, route delivery trucks, newsboys, subscriptions, et cetera. 
T he control of the total num ber of copies run  of each paper is very im­
portant. A daily report is made reconciling the total num ber of copies 
produced as shown by mechanical counters in the press room with the 
num ber of copies delivered to the m ailing room. T he disposition of 
copies received in the m ailing room is the basis of a separate daily report.
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Any substantial variation in spoilage or in num ber o£ unaccounted for 
copies should be cause for investigation. Adequate control of returns 
is a fundam ental necessity in view of the high cost of newsprint. A small 
reduction in the percentage of returns in the case of large circulations 
ordinarily results in a substantial saving.
Most newspapers are members of the Audit Bureau of Circulation 
(known as A.B.C.) which audits and reports upon the paid numerical 
net circulation of the papers. A standard form, known as the A.B.C. 
record, is m aintained by the newspaper company showing monthly cir­
culation data of each paper (that is, morning, evening and Sunday) and 
is turned over to A.B.C. for audit purposes. In  this record the gross press 
run is reconciled with total paid circulation and the latter is broken down 
between charge and cash sales, city, suburban and country sales, and 
also by sales outlets such as routes, dealers, street sales, counter sales and 
subscriptions. Monthly summaries of returned papers also are included 
in the record. This audited inform ation is available to advertisers and 
agencies, and is of great importance in  securing advertising and in the 
setting of advertising rates. It also is of assistance to the auditor in his 
verification of circulation revenue.
Prepaid subscriptions are often taken up as income when received, bu t 
where the aggregate am ount of such subscriptions is material, the un­
earned portion should be carried in a deferred revenue account.
Advertising revenues are the life blood of a newspaper. Varying rates 
are charged for different classes of advertisements such as local display, 
foreign display, classified and financial, and discounts are allowed ad­
vertisers based on the total space purchased within a contract period. 
It is customary to provide a reserve for such discounts based on estimated 
amounts earned by the advertisers bu t not credited to them at the balance 
sheet date. Advertising revenue records are m aintained to show both 
lineage and dollars to facilitate determ ination of the average revenue per 
one hundred lines for the various classifications. Comparison of these 
averages with the rate schedule and with the averages of prior periods 
provides a valuable aid for control and audit purposes. Media records are 
compiled monthly in the larger cities by statistical organizations showing 
the total advertising lineage for each paper, subdivided into various 
classifications, as well as the lineage purchased by each of the larger 
advertisers. These records, unlike those compiled by A.B.C. for circula­
tion revenues, are not audited by the reporting agency. Customary audit 
procedures of the independent public accountant in connection with ad­
vertising revenues include verification of the lineage records for one or 
more days by inspection and measurement of the lineage in the related 
papers. T he rates and amounts of advertising revenues are ordinarily 
checked for the same days. T abulating  equipm ent is used extensively in 
the accounting for advertising revenues.
Expenses of a newspaper are classified by departments such as editorial,
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circulation, advertising, administrative, composing room, engraving, 
stereotype, press room, paper and ink and others. All of the depart­
m ental accounts are subdivided to show the various payroll and other 
expenses included therein. Payroll and newsprint comprise a very large 
portion of the total expenses. Practically all of the personnel of large 
m etropolitan newspapers are employed under contracts with various 
unions.
O ther than payroll, newsprint represents the largest single item of ex­
pense. Because of this, and in view of the possibility of waste, adequate 
accounting controls are essential. All rolls of newsprint bear serial 
numbers as well as gross and tare or net weight of the rolls. These “tags” 
are removed from the rollers prior to placing them on the press and are 
used for perpetual inventory and reporting purposes. Examination of 
purchase contracts is essential for substantiation of prices, terms of de­
livery and payment, and of refunds to be received for paper cores 
returned. Dependable reports from the press room as to wastage, and 
from the responsible departm ent as to returned papers, are a necessity 
in the proper control of newsprint. Newsprint weights per printed page 
are frequently available and perm it the auditor to estimate with reasonable 
accuracy the consumption of newsprint based on actual pages printed. 
It also is valuable from an audit standpoint to reconcile the newsprint 
inventory on hand with the opening inventory, purchases and record of 
newsprint consumed.
Linotype and stereotype metal on hand is usually classified in the 
balance sheet as an item of p lan t rather than inventory. Purchases during 
the year may be charged to expense and the plant account for metal ad­
justed at the year end based on a physical inventory of the metal in the 
various productive departments.
Because of the time element which makes it difficult to verify news 
before publication, newspapers are often subjected to libel suits and 
claims. Such suits and claims should be reviewed by the auditor with the 
company’s legal counsel for the purpose of obtaining counsel’s opinion 
as to the ultim ate liability, if any. In  the usual run  of cases, the liability 
is not recognized in  the accounts until settlement is made with the 
claimant. However, possible losses of significant am ount should be 
recognized at the balance sheet date by provisions in the accounts or by 
use of a footnote, depending on the circumstances.
PUBLIC UTILITIES
A public utility is considered generally to be a business enterprise which 
supplies one or more services such as electricity, gas, water, telephone or 
transportation. Public utilities, by reason of public grants or fran­
chises, usually have exclusive rights to supply service within specifically 
designated areas. In return for this monopoly privilege, they are subject
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to governmental regulations, to assure the public of reasonably adequate 
service supplied at reasonable rates w ithout discrimination to all who
apply.
T he inform ation which follows pertains mainly to the electric utility 
industry; however, in most respects it also applies to other types of public 
utilities. Since the general basis of operation of other utilities is similar, 
the description is generally typical of the entire field.
There are regulatory bodies in each state which exercise supervision 
over the utilities within the state. Also, electric utilities engaged in inter­
state commerce are subject to regulation by the Federal Power Com­
mission. In  addition to having jurisdiction over the utilities’ operations 
as to conditions of service, rates, sales of securities, et cetera, the regulatory 
bodies exercise the power to prescribe accounting classifications and 
accounting procedures and reports. Therefore, an auditor must become 
familiar with the classifications and rules laid down by these bodies 
which are applicable to the company under audit. Since one test applied 
by the commissions in approving charges for utility services is whether 
the rates will yield a fair return  on the u tility’s property, the correct 
classification of items in asset accounts as well as in revenue and expense 
accounts is of special importance. In  arriving at the rate base, commis­
sions have considered many concepts of “cost,” such as “historical cost,” 
“original cost,” “cost of reproduction,” and “cost determined under the 
prudent investment theory.” In  most instances, the commissions consider 
each of these concepts of cost in developing a u tility ’s rate base. Rate 
making is a complex process requiring informative, accurate and uniform 
accounts and statements and, therefore, public utility accounting becomes 
an aid to regulation as well as an instrum ent of control. For example, 
since the utility is to be perm itted to receive a “fair re tu rn” after 
“reasonable” operating expenses including taxes and depreciation, ac­
counting for expenses as between operating and nonoperating items 
(commonly termed, respectively, as those “above and below the line”) is 
im portant since the first are to be charged against consumers for services 
and the second are to be charged against the am ount available for 
investors. Because of this close relationship between accounting and 
regulation, successful utility management necessitates an intelligent 
evaluation of accounting alternatives when establishing policies relating 
to transactions in the normal course of business or deciding the treatm ent 
to be accorded unusual, nonrecurring transactions.
Accounting for fixed assets must be precisely defined and consistently 
applied because of its effect upon the “rate base.” Normally, a compre­
hensive work order system will be in use for property additions, for retire­
ments and for maintenance. T he uniform accounting classifications 
ordinarily set up definitions of “units of property” for use in accounting 
for asset additions and retirements. T he company may use a still smaller 
un it bu t may not use a larger un it than the one prescribed. Since most
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utilities have outstanding bond issues involving mortgages on property, 
there may be specific requirements as to property accounting set forth 
in the trust indentures, and accountants are sometimes asked to furnish 
reports to indenture trustees as to the am ount of “fundable additions” 
made during the year.
It is general practice to include in the cost of p lant “interest during 
construction.” This practice stems from the thought that capital devoted 
to public service should be perm itted to earn a fair rate of return  from 
the time it is first employed; stated another way this proposition is that 
the cost of utility services should include all costs, including financial, of 
producing the services. T he rate of return  is based on what is considered 
to be a fair over-all rate and is not lim ited to the cost of obtaining debt 
capital.
Prior to 1936, most utilities followed a retirem ent reserve method of 
accounting under which it was considered necessary to provide a reserve 
to cover only expected retirements. Provisions were not related to the 
estimated useful life of the property and the amounts provided from 
income were determined by management. T he new uniform  systems of 
accounts effective since that time generally define depreciation as loss in 
service value not restored by current maintenance and m ention the 
causes to be considered. T his definition has resulted in much controversy 
since 1936. Many have construed it to mean “observed depreciation,” an 
engineering concept; others felt that the use of the terms “service value” 
and “m aintenance” im plied that service lives in relation to maintenance 
policy were to be considered in computing the reserve requirements. 
Some commissions have ordered companies to adjust their accumulated 
reserve accounts and to make annual provisions on the basis of a straight- 
line service life method. Most utilities have adopted such practice or 
some other generally accepted method of amortizing the “original cost” 
of p lant over estimated service lives, an accounting concept applied in 
most other industries.
“Original cost” has been referred to in a preceding paragraph. T his 
is a concept not usually encountered outside of the field of regulated 
companies; it may be defined as the cost of utility operating property to 
the person first devoting it to public service. “Original cost” may and 
usually does differ from corporate cost where properties were acquired 
through purchases of operating units from other companies, or where 
there have been consolidations, liquidations, write-ups and so on. U til­
ities have been required to study their property accounts to determine 
“original cost,” to adjust the accounts to such basis, to record any excess 
amounts representing write-ups in a “p lant adjustm ents” account and to 
record any excess amounts arising from other transactions in a “plant 
acquisition adjustments” account. T he “original cost” studies and the 
disposition of the excess amounts determined thereby are all subject to 
approval by the regulatory commissions. Usually, such commissions have
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required the immediate writeoff of the balances in “p lan t adjustments” 
accounts and have directed the utilities to amortize (frequently over 
fifteen years) the balances of the “plant acquisition adjustments” accounts.
W hat has been said heretofore gives an indication of the matters to 
which the auditor of a public utility must give especial attention. His 
examination must include ascertainment that the accounts are m ain­
tained in conformity w ith the requirements of the pertinent uniform 
system of accounts. T he examination of the p lan t accounts is particu­
larly im portant, both because of the relative m ateriality of that asset and 
because of the part it plays in the rate-making process. In  some cases, 
cash may be represented in part by funds located in a num ber of branch 
offices; where these circumstances exist, audit procedures should assure 
that transfers between funds are properly accounted for, so as to avoid 
duplication. Accounts receivable present no especial problem, bu t audit 
procedures must take into account the fact that they probably will be 
represented by a large num ber of small accounts. In  many utilities, 
meters are read, and accounts are recorded, on a cycle basis; although 
perm itted by the uniform  systems of accounts, many utilities do not 
accrue revenues from the “cycle” dates to the end of the accounting 
period. Inventories of public utilities do not have the relative importance 
that they possess in the case of mercantile and industrial companies. 
They generally consist of merchandise held for sale and supplies for 
maintenance and construction; it has not been generally considered 
practicable to subdivide the latter category of inventories between supplies 
which are to be used for m aintenance purposes and those which are to be 
employed in construction.
OTHER SERVICE BUSINESSES
T here are innum erable types of service businesses bu t this discussion 
must necessarily be limited to a few representative types. Hotels, 
restaurants, bars and laundries have been selected as general examples.
Hotels vary in size and character from the small transient hotel with 
facilities limited to sleeping rooms, to the large m etropolitan hotel which 
is almost self-sufficient, having its own laundry, prin ting shop, and other 
auxiliary services. All hotels except some apartm ent hotels have one 
common feature; that is, substantially all of their revenue is derived from 
a large num ber of small transactions of several types. Also many guests 
avail themselves of many services and hotels generally perm it charges for 
such services to be accumulated on the guest’s account. T he control of 
revenues, therefore, is of utmost importance and the accounting pro­
cedures of larger hotels place emphasis on controlling and promptly 
accounting for revenues. Control over room revenue is generally estab­
lished by the registration procedure and, in larger hotels, is checked daily
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by an auditing group which compares revenues as reflected by registra­
tions and check-outs with amounts recorded in guests’ accounts and 
perhaps with the maids’ reports of rooms occupied.
Control of food and beverage revenue is usually established through 
use of prenumbered checks, supplemented in all larger hotels by a check­
ing of food out of the kitchen against the checks and by register tapes 
an d /o r retail inventory control over beverage usage for drinks served.
Revenues of miscellaneous departments such as cigar stands and candy 
shops may be controlled by retail inventory controls as well as cash 
register controls. In addition to revenues from various services made 
available to guests, many hotels obtain significant revenues from rental 
of lobby space and rooms for drug stores, florist shops and liquor stores, 
and from check room concessions, private dining rooms, exhibition rooms 
and other special services or features.
Income and expenses of hotels are generally accounted for on a de­
partm ental basis, as recommended by the Hotel Association of New 
York City in its “Uniform System of Accounts for Hotels.’’ All direct 
costs and expenses such as salaries and wages, other employments costs, 
uniforms, laundry, printing and supplies are charged to the appropriate 
departm ent. Where the hotel operates its own laundry, p rin t shop, 
or other similar departm ent, interdepartm ental charges are recorded. 
General and administrative expenses, heat, light and p ower, advertising, 
repairs and maintenance, taxes, insurance, rents and interest generally 
are not allocated to departments since it is impracticable to allocate such 
expenses. Because the investment in hotel property is substantial and 
methods of financing and relative costs of properties constructed or pu r­
chased at different times vary considerably, hotel operators pay consider­
able attention to net income before rent, taxes, insurance, interest and 
depreciation, which figure is known as “house profit.’’ Items entering into 
“house profit’’ are generally controllable by the operating management 
and are comparable between hotels of similar size and class, while de­
ductions below the line are relatively fixed and not controllable by 
operating management.
An im portant feature of sound hotel management is good inventory 
control. In the food departm ent this includes control over purchasing 
to obtain the greatest yield in relation to cost, central stores control prior 
to issue to the kitchen, and control in the kitchen over waste, over­
preparation, employee pilferage and issuance of prepared food to the 
dining room. Accounting controls are generally limited to establishment 
of adequate receiving and issuing procedures and review of ratios of cost 
of food to revenues. O ther controls are established principally through 
surprise checks or continuous inspection, general surveillance and alert 
management. In some hotels, regular records are m aintained, by items 
on the menu, of quantities served, and these quantities, converted to 
usage through standard recipes, are compared with actual usage of food.
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T he sales statistics are of further value for future menu planning. In  the 
beverage departm ent, imprest supplies at bars may be established to 
supplement requisition and gross profit controls.
T he inventory of repair and maintenance supplies may be controlled 
by normal industrial practices. These consist of establishment of central 
storerooms, perpetual inventory records, requirem ent of authorization 
to purchase, and establishment of minim um  and maximum inventory 
quantities for standard items.
T he most difficult inventories to control in hotels are the linens, glass 
ware, chinaware, and silverware in use. Problems arise because of pilfer­
age by guests and breakage and loss in laundry or kitchen. Perodic 
physical inventories are necessary to provide a check on the accounting 
records. Because of the fluidity of the items, extreme care must be 
exercised when taking physical inventories to establish proper cutoffs and 
obtain reasonably accurate counts.
Larger hotels must expend substantial sums for decorations and altera­
tions of guest rooms, public dining rooms and other public spaces. Be­
cause of unusual obsolescence factors, these costs should not be amortized 
over normal physical lives of the improvements; amortization must be re­
lated to probable period of time which will elapse before another re­
decoration or remodeling is required for competitive reasons.
T he accounting problems of restaurants and bars as separate enterprises 
are basically the same as for the food and beverage departments of a hotel. 
Control of revenues and inventories is the most im portant responsibility 
of their accounting.
Inasmuch as the m ajor accounting problems in hotels, restaurants and 
bars are concerned with control of revenues, it is evident that the in­
dependent public accountant must review the revenue control procedures 
thoroughly in order to determine the extent to which he must examine 
detail records to satisfy himself that revenues are properly stated.
Another auditing problem peculiar to hotels and similar enterprises 
concerns verification of cash on hand. Cash is received and disbursed from 
many locations and the total cash on hand at one time is frequently sub­
stantial. Hotels operate twenty-four hours a day and, particularly in large 
establishments, it is necessary to count cash funds while the guests are 
sleeping and after bars and dining rooms are closed for the night.
A udit verification of other assets and of liabilities and expenses may 
be handled by normal procedures. In  a transient hotel it is generally not 
practicable to confirm receivables from guests, bu t the am ount of such 
receivables is normally not large in relation to the balance sheet.
Laundries and similar businesses which provide home pickup and de­
livery have, in addition to the normal accounting concern with in ­
ventories, costs and expenses, some special problems of revenue determ ina­
tion and control, and a responsibility to account for customers’ property. 
To aid in these problems. T he American Institute of Laundering has
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designed standard accounting and bookkeeping systems and related forms.
In  some instances, control over revenues is first established at the time 
of pickup from the customer by issuance of prenum bered receipts for 
items picked up. In  other instances, control is first provided by counting 
(or weighing) and m arking when the items reach the plant. Early 
establishment of control is im portant to determine what property of the 
customer has been received, to insure receipt of all revenue and, in some 
instances, to determine proper compensation of driver-salesmen. After 
the laundering or cleaning operation is completed the bundles or finished 
items must be checked against the record of incoming bundles or items 
and a control established over what is turned over to each driver for 
delivery and collection of revenue. Frequently the route men are charged 
immediately for the revenue represented by each load and are held 
accountable. In  other cases, credit is extended to individual customers.
In  the area of cost accounting, several significant analyses and studies 
may be made of such things as: (1) cost of supplies used related to volume 
run through each operation; (2) delivery costs related to revenues, 
mileage, et cetera, by routes, neighborhoods or territories; and (3) func­
tional costs (marking, ironing, mending, et cetera) related to revenue 
increments of such functions.
Auditing procedures for laundries and similar businesses are for the 
most part no different from those followed at most commercial enter­
prises. However, since control of revenues frequently poses special 
accounting problems, the procedures for such control should be reviewed 
thoroughly.
REAL ESTATE FIRMS
This section is devoted to the general subject of recording real estate 
transactions, and since the operating and accounting problems involved in 
real estate development and disposition thereof are quite different from 
those involved in real estate operation, the two phases of the subject are 
discussed separately.
Development and Disposition
Generally speaking, real estate development includes the acquisition 
of unimproved property and its subdivision and improvement to con­
form to specified industrial, residential or other requirements. Im ­
provements may include provisions for sewers, roads, street lighting, and 
lead-in facilities for water, gas and electricity. Such improvements also 
may include the segregation and development of areas for public purposes 
such as parks and schools; and may extend to the actual construction of 
either industrial or residential buildings. T he ultim ate sale of the 
properties in whatever stage the development reaches is, of course, the end 
objective.
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Certain unique accounting problems arise in connection with a real 
estate development and the disposition thereof. Since it is usually con­
templated that the developed real estate will be sold in parcels, it is 
necessary to allocate the total land cost to the parcels in order to provide 
a basis for recording profit on sales of individual parcels. Under many 
circumstances, an allocation of land cost on a straight area basis is ap­
propriate. However, because of the location of the area or the plans for 
development, certain portions of the area may produce a higher selling 
price than others. In  such instances, it is probably more equitable to 
allocate the land cost on the basis of the ratio of estimated realizable value 
of each parcel to the total estimated realizable value of the property. Any 
areas dedicated for public use, such as parks and schools, should be ex­
cluded from the area to which costs are allocated since the actual land 
cost should be applied entirely to income-producing areas. T he same 
accounting considerations govern the areas dedicated to roadways since 
there would be no purpose in allocating a portion of the land cost to 
utilities which, in turn, would have to be reallocated to the merchantable 
land area.
T he cost of improvements such as sewers, roads and other utilities 
are accumulated in a normal manner; however, the allocation of such 
costs to the m erchantable area does present some problems. Generally 
speaking, those costs which apply to the area as a whole should be 
allocated to the merchantable areas on much the same basis as the land 
cost.
Improvements which relate specifically to certain areas should, of 
course, be so allocated. In some cases parcels are sold before all im­
provements which the developer has undertaken to make have been com­
pleted; under these circumstances it is necessary to make provision for the 
anticipated cost of completing the improvements in order to arrive at a 
proper am ount of profit or loss on the sales.
If the development includes the actual construction of buildings or 
houses, accurate job costs for such construction must be m aintained for 
each m erchantable unit. After the costs of each un it of merchantable 
property have been properly accumulated, the determ ination and record­
ing of profits does not present any particular problem if the developer 
realizes his full payment in cash or equivalent.
T he prevalence of installm ent sales of subdivided real estate and 
housing projects raises certain special accounting problems. It is common 
practice to record profit on installm ent sales contracts as the installments 
are collected. Interest or carrying charges on such contracts ordinarily 
would be taken into income as collections are made. W hen the carrying 
charge is included as a part of a stated monthly payment, it is necessary 
to segregate the am ount applicable to such carrying charge.
T he deferred income on installm ent sales will be subject to Federal 
income taxation when realized. If the accounts are m aintained on an in­
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stallment reporting basis consistent with the income tax practice followed, 
no particular accounting problem arises. However, in cases where in­
come on installment sales is recorded in the accounts when the trans­
action ocurs, but is reported for Federal income tax purposes on the in ­
stallment basis, the estimated future Federal income tax involved in the 
transaction should be recorded coincident with the revenue recording and 
credited to an account for deferred taxes.
Cemeteries represent a special form of real estate development; how­
ever, the problems relating to the allocation of land and improvement 
costs are similar to those of a real estate development. Cemetery lots are 
generally sold on an installm ent payment basis, presenting the same prob­
lems described previously with respect to the recording of income and the 
treatm ent of sales commissions and carrying charges. Commissions on the 
sale of cemetery lots are often paid in full at the time of the sale, although 
the lot is sold and the income is recorded on an installment basis. In 
those instances, such commission expense should be deferred over the 
period of the installm ent collections to prevent distortion of net income 
within a given period.
Audit procedures for a real estate development should include a study 
and test of the computations involved in the allocation of cost to in ­
dividual properties. In  order to ascertain that a proper matching of in ­
come and costs and expenses has been made, attention should be given 
to the computations relating to the recording of income from sales of 
property, interest and carrying charges and the basis for charging sales 
commissions against income. Also, installment contracts receivable, upon 
which the total income has been recorded as earned, should be reviewed 
to ascertain whether such contracts are collateralized by property of a 
market value in excess of the unpaid balance of the individual contract. 
If such market values are inadequate, a reserve for possible losses should 
be provided.
Real Estate Operation
Real estate operation involves a landlord-tenant relationship, which 
is governed by a lease, and the accounting for transactions is based on the 
provisions of such leases. One of the most common arrangements is the 
prepayment of rent for various terms ranging from a m onth to a year 
or more. In  some situations, there is a provision for a guarantee deposit 
as security for rent collectible in the future which may be applied to 
actual rental payments for specified periods. T he accounting problem 
involved in prepaid rentals is that of proper allocation of rental payments 
to the periods to which they apply. As a corrolary to obtaining leases, it is 
frequently found that the rental arrangements are made by real estate 
brokers who are paid a commission by the landlord for arranging the 
leases.
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Since these are frequently based upon the total rental involved 
for the entire period of each lease, it is considered proper accounting in 
case of a long-term lease to defer the rental commissions and amortize 
them over the period of the lease.
Another unique factor which enters into real estate operation is the 
alterations of premises to meet the tenant’s requirements. Depending 
upon the terms of the lease, these may be borne either by the landlord or 
the tenant. In case the terms of the lease are such that the landlord bears 
the cost of such alterations, it is proper to capitalize the costs and amortize 
them over the terra of the lease provided that the term of the lease is 
shorter than the actual useful life of the alterations. If alterations have a 
shorter useful life than the term of the lease, they should be amortized 
over their estimated useful life.
T he principal auditing problems involved in a real estate operation are 
those relating to the provisions of the leases. T he auditor should inspect 
the leases and keep an extract of the principal provisions in his files to 
determine that rental income is being properly recorded and that costs 
and expenses relating to the leases are appropriately matched with in ­
come.
An audit of the revenue from real estate operations may, in some 
cases, include physical inspection of occupancy of the premises. W hen 
rental charges are based upon the gross sales of a tenant, the scope of an 
audit also should include a test of the tenant’s accounting procedures and 
sales computation. O ther phases of an audit of a real estate operation are 
much the same as those performed for businesses generally.
AGRICULTURE
Agriculture is being carried on to an increasing extent through larger 
and more highly mechanized farm units. During the decade between 
1940 and 1950 the average acreage per farm in the United States increased 
by 23% and value of machinery and equipm ent employed on farms 
increased by 325% . This tendency has developed a greater need for 
detailed and accurate accounting records than prevailed when farms 
were, to a larger extent, family enterprises.
As in the case of other enterprises, one of the prime purposes of 
accounting is to supply management with inform ation necessary for 
policy determinations. Farm accounting policies must also take into 
consideration the special alternative treatments allowed for Federal 
income tax purposes.
For Federal income tax purposes the farmer may report income on 
either the cash basis, the accrual basis or, if crops which are grown 
mature more than one year from planting, on a “crop” basis. Farmers 
employing the cash method do not use inventories in the determ ination 
of income. Those who employ the accrual method are required to use
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inventories, taken at the beginning and end of each year. Under the 
“crop” method costs for each crop are accumulated and charged against 
proceeds when the crop is sold; use of this method is subject to permission 
of the Treasury Department. Income tax regulations allow farmers to 
compute inventories either on the conventional bases of cost, or lower of 
cost or market, or on the “farm-price” method or the “unit-livestock- 
price” method. T he “farm-price” method is based on market price of 
produce or livestock, less direct costs of disposition. T he “unit-livestock- 
price” method provides for the valuation of different classes of animals 
at a standard unit price for each animal within a class. For income tax 
purposes livestock bought or raised for breeding, draft or dairy purposes 
may be treated as a capital asset and if held over a year the gain upon 
disposition is considered to be a capital gain even though all costs of 
raising it had been deducted as expenses. Profit from sales of timber also 
may be treated, in part, as a capital gain.
For income tax purposes, costs may be divided into three categories, 
according to the periods during which they are incurred. These cate­
gories are preparatory costs, development costs and productive costs. 
Preparatory costs are those which relate to preparing land for productive 
use such as leveling and conditioning, drilling and equipping wells, et 
cetera; these are capital expenditures and are not deductible for tax 
purposes except to the extent that they are subject to depreciation. 
Development costs are those incurred during the period between prepara­
tion of the land and the time it becomes productive, as, for example, cost 
of caring for an orchard between the time of planting the trees and the 
time they bear fruit; for tax purposes the farmer has the option of either 
capitalizing these costs or charging them off currently as a business 
expense. Production costs are deductible as operating expenses when 
paid, if the farmer is on the cash basis, or as incurred, if he uses the 
accrual method.
T he type of general books kept will probably be determined by the 
methods which the farmer uses for reporting his income for Federal 
income tax purposes. However, these books should be supplemented in 
order to provide the cost data necessary for efficient operation. For this 
purpose cost data should be developed for each of the crops grown. This 
involves the distribution to the various crops in process, of production 
costs such as seed and fertilizer, labor and equipm ent costs. T he degree 
of accuracy and extent of detail of cost distribution will, of course, 
depend upon the individual farm’s need for accurate and informative 
operating statistics. This need in turn probably will vary in direct ratio 
to the size of the farm unit. Distribution of labor and equipm ent costs, 
if it is to be made accurately, should be on a daily basis. I t  is probably 
most feasible to distribute equipm ent costs on the basis of predetermined 
hourly or daily rates.
Inasmuch as the accounting requirements for farms are somewhat
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unique and because the presence on a farm of a trained accountant may 
be expected to be the exception rather than the rule, many attempts have 
been made to design simplified accounting systems. Certain agricultural 
colleges have done considerable work in this field and a substantial 
num ber of more or less complete packaged farm systems are available. 
In  some cases these standard systems are designed to provide for reporting 
income for tax purposes on the cash basis and to give supplemental 
inform ation for management purposes.
SECURITIES BROKERS
T he primary activity of a securities broker is to purchase and sell 
securities for customers although other activities also may be engaged in, 
such as purchases for firm investment and also public underwritings. T he 
following discussion will be confined to the broker’s transactions for 
customers.
Security transactions effected for customers may involve either listed 
securities which are traded in on securities exchanges or unlisted securities 
which are traded in on over-the-counter markets. In  the case of listed 
securities, the brokers act as agents representing undisclosed principals; 
they complete each transaction between themselves, usually through the 
medium of the Clearing House, including receipt or delivery of the 
securities and payment or receipt of the am ount of cash involved in the 
transaction. For so acting they charge a commission; m inim um  commis­
sion rates are customarily fixed by the various securities exchanges. In  the 
case of unlisted securities, trades are usually effected by a broker for his 
customer through another broker or dealer who maintains a market in the 
security or, if th e customer’s broker himself maintains such a market, are 
purchased or sold directly by the broker, acting as a principal; in the 
latter case the broker’s compensation is usually in the form of a mark-up 
on the purchase price or reduction in the sales price, rather than a 
commission.
Stock exchanges are basically membership organizations. T he govern­
m ent of an exchange is generally vested in a Board of Governors. T he 
exchanges generally exercise regulatory powers over their members. 
Among the matters which are subject to regulation are: the m anner of 
executing trades, commission rates, and capital requirements. In addition, 
the Federal government by the enactment of the Securities Exchange Act 
of 1934 has assumed certain jurisdictional powers over security brokers, 
which powers are vested by the Act in the Securities and Exchange Com­
mission. Among other things the Commission requires every member of 
a national securities exchange which transacts a business in securities 
directly with others than members of a national securities exchange, and 
every broker or dealer who transacts a business in securities through the 
medium of any such member, and every broker or dealer registered under 
the Act, to file a report of financial condition. These reports are filed
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pursuant to a rule of the Securities and Exchange Commission designated 
as Rule X-17A-5 and must be in the form prescribed by the rule. They 
are required to be certified by independent public accountants.
Transactions between brokers are conducted on a cash basis and the 
time for settlement of trades is prescribed by the rules of the exchange on 
which they are transacted. As between the broker and his customer, how­
ever, a transaction may be for cash or on margin.
On a cash purchase the broker buys the security and charges the cus­
tomer’s account. On a cash sale the broker usually receives the securities 
from his customer, makes the sale, and credits the proceeds of sale to the 
customer’s account. In  many cases, a customer after having bought 
securities will leave them in the hands of the broker. Such securities are 
known as fully-paid-for securities and must be segregated for the account 
of the customer.
On a margin transaction the customer pays to the broker only a portion 
of the cash purchase price and the broker supplies the balance, thus 
in effect making a loan to the customer. T he broker retains the secur­
ities purchased for the customer so that he has collateral for the funds 
supplied by him. T he broker is responsible to the customer for any 
income received from the securities, and charges the customer interest. 
When a customer opens a margin account, the broker obtains the 
customer’s signature to an agreement under which the customer gives 
consent to the broker to hypothecate the customer’s securities and to 
commingle them with margin securities of other customers. These agree­
ments generally perm it the broker to pledge the customer’s securities 
for any amount. As a m atter of practice, however, stock exchanges gen­
erally restrict hypothecation of a customer’s securities to an am ount which 
is reasonable in relation to the am ount being loaned to the customer 
and any additional securities of the customer are considered as being 
held for safekeeping.
T he record keeping of securities brokers differs from that usual in 
other types of businesses in that the records are designed to record 
transactions simultaneously in terms not only of money but of shares 
of stock or face amounts of bonds. T he dollar effect of a transaction is 
recorded in the customary terms of debit and credit. T he security effect 
of the transaction, however, is reported in terms of “longs” and “shorts.”
A “long” position in a security on a broker’s books indicates that he is 
accountable to someone for the security. It may be stock which is being 
held for the account of a customer, stock which has been sold but which 
has not yet been delivered to the other broker (failed to deliver), stock 
which has been borrowed from another broker in order to cover a short 
sale, or stock which is in the firm’s investment account ( which, in effect, 
is owed by the broker to himself).
T he broker records as “short” the securities which are in his possession 
or which are owing to him by others. In  the latter category would be
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stock purchased where the selling broker had not yet made delivery 
(failed to receive), stock loaned to other brokers, stock hypothecated on 
bank loans, and stock in process of transfer.
T he basic book of original entry is the blotter.* This basic record 
is divided into two parts ~  a “receive” blotter and a “deliver” blotter. 
T he former is used to record purchases of securities, receipts of se­
curities other than through purchases, and payments of cash. T he deliver 
blotter is used to record sales of securities, deliveries of securities other 
than through sales, and receipts of cash. T he blotter is essentially a cash 
journal although many noncash transactions are recorded in it; in the 
noncash cases the debit and credit aspects of the transaction are recorded 
in the receive blotter and deliver blotter, respectively. Stock brokerage 
accounting also involves the use of ledgers which do not differ in sub­
stance from those used in other enterprises except that securities balances 
are recorded as well as money balances.
Another record peculiar to stock brokerage is the “position record” or 
“securities record” in which only the quantities of securities are recorded. 
This in essence is a book used to record the position of each security in 
which the broker has any interest, or in which his customers have any 
interest. A sheet is used for each security and there is shown on the long 
side of the sheet the broker’s accountability to the various persons for 
whom he is holding securities or to whom he owes securities and on the 
short side the securities in the broker’s possession or owing to him.
Audit procedures are largely influenced and determined by the liquid 
nature of a stockbroker’s assets — cash and marketable securities; this 
makes essential the simultaneous verification of all assets in order to 
preclude substitution. T he Securities and Exchange Commission has 
promulgated m inimum audit requirements in connection with financial 
statements which are to be submitted pursuant to Rule X-17A-5 referred 
to previously. These may be summarized as follows:
Comparison of ledger accounts with trial balances obtained from the books, 
and proofs of the aggregates of subsidiary ledgers with their respective con­
trolling accounts.
Physical examination and comparison with the books of all securities, cur­
rency, tax stamps and similar assets.
Verification of securities in transit or in transfer.
Balancing of all security positions and commodity positions.
Obtaining of written confirmations with respect to bank balances, customers’ 
balances, money borrowed, details of collateral accounts carried for the 
broker by others, securities borrowed or loaned, securities failed to receive 
or deliver, futures contracts, open commodity contracts with others, accounts 
with partners, officers, et cetera.
* While under present-day conditions of mechanized accounting, the blotter may 
have lost much of its original form and be replaced to a large extent by carbonized 
tickets, punched cards, et cetera, its basic function still obtains. In a particular or­
ganization the blotter may be subdivided so as to expeditiously take care of different 
types of transactions just as in commercial enterprises the journal is divided into, for 
example, a cash book, a sales book and a purchase register.
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T he auditor’s report which accompanies financial statements filed 
pursuant to Rule X-17A-5 m ust conform to the technical requirements 
of the Securities and Exchange Commission. In  addition to the usual 
statements as to conformity of the financial statements with generally 
accepted accounting principles and that the auditor’s examination has 
met accepted auditing standards, an express statement is required by the 
Rule as to whether the accountant reviewed the procedures followed for 
the safeguarding of securities of customers; a satisfactory review of these 
procedures will probably include a review of internal control, and also 
tests of income and expenses to ascertain that prescribed procedures are 
being followed.
THE PETROLEUM INDUSTRY
For the purpose of this brief consideration, operations of the petroleum 
industry are outlined in the following sequence:
1.
2 .
3.
4.
5.
Companies engaged in the production of oil and/or natural gas. 
Oil refineries and natural gasoline plants.
Natural gas companies.
Wholesale distributors of refined products.
Service stations and other retail outlets.
T he various branches of the industry are in most instances more or 
less standardized within themselves as to their accounting procedures and 
practices. Producers, except the smaller independent operators, are 
usually members of the American Petroleum Institute, as are practically 
all refiners. In  1926, this trade organization adopted a uniform system of 
accounts which, from time to time, has been revised. A large percentage 
of the American Petroleum Institute members has adopted its recom­
mended accounting procedures.
Producers
T he production of crude oil is, financially, a hazardous business. W hile 
the efforts of geologists, geochemists and geophysicists have tended some­
what to reduce the odds against the discovery of oil or gas in commercial 
quantities at unproven locations, their employment has increased tre­
mendously the cost of exploration for oil and gas reserves, the term 
employed to describe crude petroleum or gas not yet brought to the 
surface. Because of the speculative nature of the business of production 
of oil, and the urgency of increasing the nation’s known oil reserves, the 
Federal government has given oil producers several income tax advan­
tages which have a profound influence upon their operations and upon 
present accounting problems peculiar to that division of the petroleum 
industry.
In relatively few instances does the producer own in fee the land and
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its m ineral rights, the usual procedure being to obtain a lease for a 
limited num ber of years granting the right to enter, explore, and drill 
upon the leased tract. I t is almost invariable practice for such leases to 
provide for payment by the lessee of all expenses in connection with 
development and recovery of any oil or gas discovered, the lessee being 
in return  entitled to seven-eighths of the revenue, this being referred to 
as the working interest. T he remaining one-eighth of the gross revenue 
remains in the fee owner and is referred to as the royalty interest. I t is 
usual practice for the lessee to pay the lessor advance royalties in an agreed 
am ount per acre for granting the lease, which payment is referred to as 
a lease bonus. This normally represents the cost of obtaining the lease 
and is the amount at which the property is stated originally in the pro­
ducer’s balance sheet. Any geological or related costs undertaken by the 
lessee in connection with his determ ination as to whether or not to 
acquire a given property are added to the basis of the property if it is 
subsequently acquired. I t  previously was the practice to amortize the 
cost of undeveloped leaseholds over the period of the lease, b u t the 
deduction of the charge for amortization is no longer perm itted for 
income tax purposes by the Internal Revenue Code and the general 
practice is now to m aintain the cost, to be recovered by depletion, or to 
be charged off if the lease is unproductive or abandoned.
Many properties are acquired by producing companies and allowed to 
remain undeveloped, pending the results of drilling operations under­
taken by other companies on properties located w ithin the same area, or 
for other reasons. In order to secure continuance of the lease, the pro­
ducers pays to the lessor annually after the first year, an agreed am ount 
per acre, which is referred to as a “delay lease rental’’ and is chargeable 
against the lessee’s current income. Many and complex are the so-called 
“deals” by which parts of properties are assigned to others in return  for 
the drilling of a test well whose location m ight prove or disprove the 
existence of oil or gas reserves underlying the retained interests.
For Federal income tax purposes the producer who undertakes to drill 
upon a lease in which he has a working interest must capitalize the 
portion of the costs which may be considered to have a salvage value, 
such as the materials used in the construction of derricks, tanks, pipe 
lines and other physical structures. These costs are recoverable by depre­
ciation allowances. T he income tax regulations provide different rules 
with respect to those portions of the costs of drilling represented by 
labor, supplies, hauling and similar charges which are classified as 
“intangible development costs.” Geological, geophysical and similar ex­
penses incurred on property already acquired are also considered intang­
ible costs. Producers who were in business at December 31, 1942 were re­
quired at that time to exercise an election whether to currently expense 
intangible drilling costs or to capitalize them to be recovered later 
through depletion charges. Producers beginning operations subsequent
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to January 1, 1943 have been required to make this election at the time of 
filing the first return. Such elections once made are binding on all future 
years.
I t  is likely that a majority of producing organizations have elected to 
currently expense intangible drilling costs for income tax purposes. It 
also is likely that a majority of such organizations capitalize such costs in 
their corporate accounts regardless of which procedure is followed for 
income tax purposes. In recent years at least one major producing com­
pany, which expenses intangible drilling costs for income tax purposes 
but capitalizes them for corporate purposes, has adopted the procedure 
of increasing the amortization reserve by the tax benefit arising from the 
deductibility of such charge for income tax purposes.
Section 114(b)(3) of the Internal Revenue Code provides that in the 
case of oil and gas wells, 27½ % of the gross income derived may, in lieu of 
the allowance for depletion computed upon the unit-cost method, be 
excluded from income. This allowance, however, is subject to the lim ita­
tion that it may not exceed 50% of net income as computed individually 
for each lease unit.
Since the greater of unit-cost or percentage depletion is allowable for 
income tax purposes, oil producers almost invariably calculate the deple­
tion upon their properties by both methods, claiming the more advan­
tageous for each lease. Percentage depletion is rarely, if ever, used for 
corporate purposes.
As previously stated, for Federal income tax purposes the portion of the 
costs of equipm ent permanently placed upon a particular lease which 
may be expected to have a salvage value is recoverable through deprecia­
tion. Such depreciation is customarily computed under a unit-cost 
formula relating the production for the period to the recoverable reserves. 
T he costs of other equipm ent not permanently located at the lease, such 
as drilling tools and general lease equipment, are usually depreciated 
under the straight-line method over the physical lives of the equipment.
T he annual gross income of an oil producer from a given property is 
subject to strict limitations by regulations imposed by the states within 
which the production is located. These regulations, referred to as field 
rules, are for conservation purposes and, in most instances, prescribe the 
maximum num ber of barrels of oil which may be lifted during a twenty- 
four hour period and the num ber of days per m onth that oil may be 
produced from each well.
T he accountant may be met with the problem of fairly stating certain 
balance sheet and income items which relate to a practice pecu liar to oil 
producers somewhat loosely termed “payments in oil.’’ In the sale or 
assignmen t of a working interest in an oil or gas property, the assignor 
often reserves or retains a portion of the interest, for which payment in 
a stated amount is to be made by the assignee out of oil “if and when 
produced.’’ Should the assignee obtain production, and the stated
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am ount of the oil payment be fully satisfied, the oil payment is released 
and the reserved interest passes to the assignee. In most instances the 
contingent receivables are not reflected in the accounts. In the case of 
the purchase of an interest in an “oil payment” the cost should be 
capitalized.
For each lease there must be prepared and recorded an instrum ent 
known as a division order showing the proportionate ownership of all 
companies or individuals in that lease, through a portion of the working 
interest, royalty interest or payment in oil. Purchasing companies an­
nounce the prices at which they will pay for oil delivered to their lines. 
These prices, based upon the character of the oil produced in various 
fields and upon the specific gravity of the oil delivered, are referred to 
as posted prices. Payment is made by the pipe line company to the 
interest holders as shown by the division order, at posted prices, for the 
quantities of oil of various specific gravities as determined by gauges 
made each day, jointly by representatives of the producer and the 
purchasing pipe line company.
Refiners
T he most critical accounting problem of refiners and one which has 
never been resolved to the satisfaction of the industry as a whole is the 
m anner by which costs of the products recovered through the refining 
process are determined. Reference to the published writings of a 
num ber of authorities, as well as a review of methods employed by a large 
num ber of refiners, in relation to this subject discloses that there is no 
one method of cost determ ination as yet devised which meets the 
accounting requirements of all refineries.
S. K. Waters in an article1  published by the National Association of 
Cost Accountants notes;
“It is a recognized principle in the oil industry that it is impossible to deter­
mine separately the costs applicable to a particular product manufactured. 
The costs of manufacturing are joint and inseparable, and the products 
themselves are commingled and blended before, during and after the refining 
process. . . .”
This situation gives rise to the question of proper statement of the 
inventory of finished and intermediate products of the refinery process.
T he two methods most generally employed, both of which are in 
accordance with accepted practice, although each is more properly 
applicable to a particular type of refining operation, are:
1. The by-products method
2. The co-products or weighted selling ratio method
T he former is perhaps used more widely but is primarily adapted 
to refining operations where there is one prime product, usually gasoline,
1 See references at end of this chapter.
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while the latter method takes into consideration other products which 
are recovered and sold. T he by-products method arrives at the cost of 
one product only, generally gasoline, by deducting from the total cost to 
be recovered the amount (usually estimated) to be realized from by­
products and dividing the remainder by the num ber of barrels of the 
principal product recovered. T he co-products method involves the 
determ ination of the sales value of all products yielded and prorates, on 
a percentage basis, the total cost to such value of products yielded. In  
the early days of the industry it was the practice to compute the cost by 
batches but this has been long since found impracticable, due to the 
continuity of throughput, and costs are now computed periodically. 
N either the by-products method nor the co-products method is a satis­
factory answer to the question of costing and the refinery industry, under 
the leadership of the American Petroleum Institute, is at present actively 
engaged in studies looking towards the ultim ate solution of this problem.
During the past few years im portant changes have taken place in 
refinery operations. W ith the perfecting of “platform ing” and other 
processes a wide range of new products is being recovered and a new 
phase of the industry, almost a new industry, the petro-chemical, is being 
developed rapidly. This presents a challenge to the accounting profes­
sion as well as the refining industry to keep pace by evolving an adequate 
method of cost determ ination based upon sound accounting principles.
A notable trend in current accounting procedures is the adoption o f  
the L ifo  method of inventory valuation. W ith inventories of crude o il  
and refined products representing such an im portant portion of their 
assets, some refineries have found considerable tax relief in the employ­
ment of this alternate m anner of stating inventories. T he Internal 
Revenue Code expressly provides that where a taxpayer adopts this 
method in computing its taxable income it must also be employed in 
the preparation of any published financial statements including those 
prepared for the purposes of credit.
N atural gasoline plants, to a considerable extent, are established due 
to the condition inherent in most petroleum producing fields in which 
many wells produce gas as well as oil. In  such instances the oil is run 
through a separating process and the gas, which is referred to as 
“casinghead gas,” then is employed in the m anufacture of casinghead 
or natural gasoline which is used for blending refined gasoline, generally 
for the purpose of increasing its octane rating. Some casinghead gas is 
subjected to a burning process for the recovery of carbon black. Pro­
ducing companies and independent operators of producing properties 
who have no natural gasoline plants of their own generally sell their 
casinghead gas to other companies so equipped or to independent natural 
gasoline companies. There are no noteworthy accounting problems 
characteristic of natural gasoline plants which are not encountered in the 
accounts of either producing or refining companies.
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Distributors
Wholesale distributors of refined products and operators of retail 
outlets present only those accounting considerations normal to other 
merchandising operations. Many refining companies have established 
their own marketing facilities at either wholesale or wholesale-and-re­
tail levels. In  some instances the income from m arketing operations 
represents an im portant proportion of total income. T o the accountant 
engaged in the examination of the accounts of a refinery having its own 
marketing organization this indicates the necessity of formulating an 
audit program designed to assure himself of the proper elim ination of all 
intracompany profits.
From the point of view of the independent accountant, the auditing 
procedures relating to his examination of any producing or refining 
company should give consideration to the relative importance of inven­
tories of crude oil and refined products. Verification of inventories 
should under such circumstances never be omitted, except to the extent 
of crude oil in field storage. A suggested program for the verification of 
inventories of crude oil and refined products in tank farm, refinery or 
terminal storage includes the following m inimum requirements:
Audit
Representatives of the independent accountant should be familiar with the 
techniques of gauging oil tanks. A number of the larger oil companies have 
compiled printed instruction books for their field gaugers, copies of which 
are usually obtainable by the independent accountants.
Gauges of crude oil  tanks are normally taken at 7:00 a.m. daily and of 
refined products at refineries at 5.00 a.m. daily. A representative of the 
independent accountant should witness the gauging of an appropriate 
number of tanks and independently record the gauge (that is, depth) of the 
fluid. At the same time he should record the amount of basic sediment and 
water, both accumulated on the tank bottom and in suspension in the oil. 
The gravity of the oil and its temperature also should be determined and 
recorded.
In the instance of refined products the nature of the product should be 
determined subject to further verification. For this purpose the auditor 
should be supplied with a number of eight-ounce bottles, and should secure 
samples of the contents of an appropriate number of tanks selected at random 
and identified as to their source.
By reference to charts, known as strapping tables, the gauge of each tank 
should independently be converted to barrels. Adjustment is then made for 
basic sediment and water and for temperature. Adjustment for temperature 
also is made to the gravity of crude oil.
As there is a wide range in the pricing of intermediate and finished products 
of the refinery the information previously obtained as to the nature of the 
contents of the tanks gauged should be verified by laboratory tests. Such 
tests may be made by an independent laboratory or may be made in the 
company’s own laboratory if they are controlled by the independent accoun­
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tant in such a manner that he, and he alone, possesses the knowledge as to 
which sample has been obtained from any specific tank.
Procedures normal to pricing, extending and footing inventories in general 
are then indicated.
I t  is not unusual for oil to be run into tanks which already contain 
some oil which is not properly included in the inventory as being held in 
storage for other companies or by other reasons. T he independent 
accountant should be alert for conditions of this nature and assure 
himself that proper recognition is made.
FIRMS MANUFACTURING TO ORDER
This section deals with government and other firm price orders. Em­
phasis is placed on government firm price orders since accounting re­
quirements for these are, as a rule, more rigorous than in the case of 
usual commercial business. Accounting for cost-plus-fixed-fee contracts 
and other contracts of a cost reimbursement type is not discussed in this 
section, nor is accounting for the manufacture of stock items, except 
insofar as such stock items become components of the final product.
Government firm price orders may take a variety of forms with varying 
provisions for price determ ination, price redeterm ination, settlements of 
terminated contracts, renegotiation of profits and similar factors. T he 
underlying requirements are set forth in various Acts of Congress and 
are supp lemented by regulations promulgated by the delegated govern­
ment contracting agencies. A common characteristic of all government 
fixed price orders is a necessity for accumulation, against a specific con­
tract, of those costs and expenses which under the appropriate regulations 
are applicable, reasonable and necessary to its performance. T he cir­
cumstance that the ultim ate un it of accounting may be the contract itself 
rather than the several products, assemblies, parts or other components 
which are m anufactured under the contract frequently introduces the 
accounting requirem ent that certain charges be recorded against the 
contract as a whole as distinguished from allocating such charges to m an­
ufacturing cost of products. Examples of the type of expenditures which 
are frequently thus charged directly to a contract as a whole are cost of 
development, engineering, tools, dies and patterns; where this is done, 
costs of similar nature are generally excluded from the overhead structure.
W hen developing an accounting structure for the purpose of recording 
costs of government firm price orders, it should be borne in m ind that 
similar items of cost may be subject to considerable difference in treat­
m ent by various government agencies involved in contract price deter­
m ination and redeterm ination, renegotiation, and income taxes. Hence, 
it is frequently necessary to supplement the formal accounts with aux­
iliary statistical records to develop the information required under vary­
ing circumstances.
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Although each government contracting agency operates under its own 
procurement regulations or in some cases modifications of general pro­
curement regulations, in almost all instances original negotiation of the 
contract price is based upon the contractor’s price and cost analysis. T he 
cost analysis usually calls for the breakdown of m anufacturing cost of 
m anufactured product into the elements of direct material, direct labor 
and overhead with separate provision, in whatever detail is set forth 
in the specifications, of costs applicable to the contract as a whole, such 
as development, engineering, tools and dies. T he summary cost analysis 
is usually required to be supported by certain detailed information, and 
finally the cost analysis is usually subjected to searching examination by 
the contracting agency, before a contract is entered into.
A contract may provide for redeterm ination of the price after the con­
tract has advanced to a specified stage of completion. Provision also is 
made for the m anner of determ ining charges to be paid by the govern­
ment agency to the contractor in the event of term ination of the con­
tract before its completion.
Since term ination provisions usually provide for taking over by the 
government of inventories acquired by the contractor for use on the 
terminated contract, it is im portant that purchasing records, production 
control records and inventory records show the quantities and costs of 
such inventories on hand, or committed for, which have not yet been 
charged to the contract as such, but which have been purchased spe­
cifically in anticipation of contract requirements.
In the case of contracts of a long m anufacturing cycle and which con­
sequently do not provide for shipment at frequent intervals of specified 
units, provision is usually made for partial payments based on the state 
of completion. Hence it is desirable that the accounting records be de­
vised to facilitate the necessary computations. Percentage of completion 
computations also are a helpful device in the preparation of termination 
claims. Also, if the company’s income account is to be prepared on a 
percentage of completion basis this information will be required.
One method of facilitating the determ ination of the state of com­
pletion of a contract is the preparation of cost estimates in advance of 
undertaking the work in such detail that the completion of progressive 
stages of the contract may be readily identified and the costs of such 
completed portions related to total estimated costs. In  this way the 
necessity for estimating the stage of completion will be limited to those 
phases of the contract which have been started but not finished. Standard 
cost techniques have also been used in this connection by relating the 
standard cost of the work done to the standard cost of the entire contract.
W hile the positions of the various contracting agencies and their audit 
staffs vary as to the acceptability of standard costs, the general attitude 
is that the use of standard costs with appropriate adjustments for vari­
ances and o ther factors is acceptable for provisional or interim  computa­
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tions and determ inations bu t that final allowable costs must represent 
“actual” costs. I t  is unfortunate that the language of some of the cost 
regulations has led some accountants in and outside of the government 
to conclude that it is necessary in the case of government contracts to 
abandon standard costs and their recognized advantages from the stand­
point of managerial control and economical accounting operation and to 
consider that it is necessary to return to job order cost accounting tech­
nique. If cost standards are accurately established and if adequate pro­
vision is made to analyze variances from standard costs and to relate 
them equitably to the operations at which they occur, it is reasonable 
to expect that standard costs should not only be acceptable for interim  
determ inations b u t also may properly be used as the basis for deter­
m ining final allowable actual costs.
Some of the problems of financial statement presentation and of 
audit by the independent certified public accountant will be apparent 
from the foregoing discussion. These problems are largely in the areas 
of income accrual on a percentage-of-completion basis, deferment and 
subsequent amortization through cost of sales of development, engineer­
ing and tooling costs, and verification of work-in-process inventories.
In  the case of long-term contracts, provisions for advances and /o r 
partial payments by the contracting agencies to the contractor are fre­
quently included. Partial payments representing payment for work com­
pleted bu t not physically delivered to the government are customarily 
reflected in the financial statements as a reduction of the inventory ac­
counts. Advance payments made to provide the contractor with working 
capital with which to undertake a contract too large for his ordinary 
working capital structure or commercial credit sources are preferably 
treated as liabilities.
FUND ACCOUNTING FOR NONPROFIT INSTITUTIONS, 
GOVERNMENTAL UNITS AND TRUSTS
Fund accounting is used as a means of portraying financial position 
and results of operations through a series of self-balancing groups of 
accounts: assets, liabilities, revenues and expenses, each relating to spe­
cific sources or instructed uses of capital and revenue. It is especially 
appropriate in cases of enterprises which receive funds not for general 
purposes but to a large extent for the purpose of carrying on specific 
activities or attaining a specified objective or where funds are subject 
to legal restrictions and separate accountability. Hence it is frequently 
used in the cases of nonprofit institutions such as colleges, universities and 
hospitals where donors often specify the purposes to which their con­
tributions are to be used, governmental units and public works agencies 
where provisions of law and restrictive clauses in bond indentures op­
erate to channel the uses of funds received, and trusts and estates where
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the respective rights of individual beneficiaries must be accounted for. 
On the other hand, fund accounting is infrequently seen in the case of 
commercial enterprises where all funds received either by way of capital 
contributions or accumulation of earnings are devoted to the single 
general purpose of carrying on the business; in  these cases the only usual 
accountability is as to source of capital — that is, whether it represents 
amounts paid in by owners or has been derived from accumulation of 
earnings.
T he purposes for which fund accounts are usually set up  perhaps may 
best be illustrated by discussing briefly the types of funds generally pro­
vided by various enterprises. T he funds discussed here are stated for 
purposes of illustration and  are not intended to include all of those 
which may possibly be utilized by any one type of enterprise.
Fund groups appropriate for educational institutions may be well 
illustrated by outlining the fund groups recommended by the American 
Council on Education and publicized in the book “College and Univer­
sity Business Adm inistration” 2 which was prepared under its auspices. 
These groups are:
1. Current funds, representing funds available for general operating purposes. 
A subdivision under this group is the current restricted fund available for 
operating purposes but only of the nature specified by the donor.
Loan funds, representing funds which are to be used for loans to students, 
faculty and staff.
Endowment and other nonexpendable funds. As the name implies these are 
funds as to which principal is to be retained for investment and the income, 
only, is to be disbursed for the purposes of the institution.
Annuity funds, representing funds acquired by an institution subject to 
annuity or trust agreements.
5. Plant funds, representing funds designated or expended for the acquisition 
of physical property used for institutional purposes.
6. Agency funds, representing funds received and held by the institution as 
custodian or agent for others such as funds for student organizations, in­
dividual students or faculty members.
T he American Hospital Association recommends the following fund 
groupings for nonprofit hospitals:
1. General funds, representing funds which are available for general operating 
purposes.
Temporary funds, representing funds the principal and income of which 
may be expended but only for specified purposes. A typical example of this 
type of fund would be a grant for research.
Endowment funds, representing funds the principal of which is not to be 
disbursed and of which income, only, may be used either for general purposes 
or a specified purpose.
Plant funds, representing accounts expended or available for expenditure 
for land, buildings and equipment for use by the hospital.
T he principles of fund accounting also are required in the case of 
trusts and estates. Here the main distinction that must be observed is 
between income and principal.
2.
4.
2 .
4.
3.
3.
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Typical of the fund accounts which may be used by governmental 
bodies are the following;
1. General funds, representing revenues not required to be accounted for in a 
special fund by law or administrative decision.
2. Special revenue funds, representing funds derived from taxes levied or set 
aside for a particular purpose, as for example, a special tax authorized for 
schools.
3. Special assessment funds, representing funds employed in the financing of 
permanent improvements which are paid for wholly or in part from special 
levies against benefitted property.
Fund accounting also is a feature in the financial reporting of public 
corporate agencies which have been created for the purpose of financing 
bridges, toll roads, housing, and other public facilities. These agencies 
have customarily been financed by bond issues on a self-liquidating basis 
— that is, revenues are expected to provide for interest and principal 
requirements on the bonds issued to construct the facilities. Generally 
the indenture under which these bonds are issued provides for dis­
position of net revenues in specified funds. Typical of these funds are:
1. An operating or revenue fund in which are placed revenues from operations 
and from which are paid operating expenses.
2. An interest and sinking fund to which transfers are made from the operating 
fund for purpose of debt service payments.
3. A reserve maintenance fund to which specified amounts are transferred from 
the operating fund for purpose of major repairs, replacements, et cetera.
4. A redemption fund to which may be transferred revenues in excess of those 
required to be placed in the foregoing funds for purpose of accelerated re­
demption of outstanding bonds.
In the case of agencies operating more than one facility and where 
individual bond issues have been floated secured by the revenues of the 
respective facilities there also may be required separate funds accounts 
for each facility.
Assets held for endowment or other nonexpendable funds are fre­
quently pooled or consolidated for investment purposes. For example, a 
university may receive gifts from several donors under instruments in ­
structing that the principal be m aintained intact and that the income 
from the gifts be used for different purposes. Under these circumstances, 
investment management is considerably simplified and facilitated if the 
various gifts may be placed in a common investment pool and income 
from the pool allocated to participating funds. Arriving at a method of 
equitable distribution may present quite a problem. One method of 
distribution has been on the basis of the relation of principal or book 
am ount of the participating funds to the total pool. However, this may 
result in considerable inequity in the cases where participating funds 
have entered the pool at different times and under widely varying 
economic circumstances. For example, some funds may have contributed 
an investment to the pool a num ber of years ago which yields, say,
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4%. Investments of similar grade which are currently being taken into 
the pool may yield, say, 2%. Allocation of income on the basis of p rin ­
cipal amounts would under these conditions result in the recent funds 
receiving a higher return from the pool than could have been individually 
attained by them at the expense of the return available to other funds. 
T o overcome this inequity it has been proposed, and with considerable 
merit, that participation in income should be based on relative values 
of new funds to existing funds at the time each new participating fund is 
brought into the pool.
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it in g  P roced ure, N o . 1, A m erican  In stitu te  o f  A ccou n tan ts, 
1947, 32 pages.
Oil Refining
Marquart, S. E., “P la n t A cc o u n tin g  R ecord s for an O il R efin ery ,” 
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P aper M an u factu rers A ssoc ia tion , 1948, 78 pages.
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Bennett, J. L., “T a x  A cco u n tin g  for the B o a t-b u ild in g  In d u stry ,” in  J. K.
L asser’s (ed itor) “H a n d b o o k  o f T a x  A cc o u n tin g  M eth o d s,” 
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T A X  PRACTICE
Preparation  o f F ederal R eturns
T ic k le r  System . P re p a ra t io n  o f R e tu rn s  fro m  A u d ite d  F igures. (C heck­
lis t o f  A d ju stm en ts) . P re p a ra t io n  o f R e tu rn s  fro m  U n a u d ite d  F igu res 
(W h ere  T h e re  a re  B ooks; W h ere  T h e re  a re  N o  Books; D isclaim ers). 
W o rk in g  Sheets. R ev iew . T y p in g  a n d  S ig n a tu re . T ra n s m itta l .
R esponsibility  for  P reparing  and  
F iling  O th er  T ax  R eturns
U se o f a  T a x  C a le n d a r . S ta te  a n d  L ocal In c o m e  T ax e s . Social 
S ecurity  T ax es . Sales T ax es , G ross R e ce ip ts  T a x e s  a n d  O th e r  S ta te  
a n d  L o ca l T ax es.
T reasury  D epa r t m en t
B u re a u  of I n te rn a l  R e v en u e  (D istric t C o m m iss io n e r’s Offices; D irec to rs  
o f In te r n a l  R e v en u e ; Office o f C h ie f C o u n se l; D ire c to r  o f  P rac tice ).
P rocedure for  A d ju st m e n t  of Inc o m e  T axes
P e rio d  o f L im ita t io n  o n  A ssessm ent (E x ten sio n  o f P e r io d  of L im ita tio n ) . 
E x a m in a tio n  o f R e tu rn s . P re p a ra t io n  fo r C on fe ren ces . C o n fe ren ces 
w ith  G ro u p  C hiefs. P re lim in a ry  N o tice  of D eficiency — 30-Day L e tte r . 
P ro te st. C o n fe ren ces A p p e lla te  D iv isio n  (N o n -d o ck eted  Cases; D ock­
e te d  Cases). F o rm a l N o tice  o f D eficiency — 90-Day L e tte r . Jeo p a rd y  
A ssessm ents. C ho ice  o f F o ru m . T a x  C o u rt (A dm ission  to  P rac tice ; 
Ju r isd ic tio n ; P r io r  B u re a u  P ro ceed ings; P lead in g s; P lace  o f H e a rin g ; 
H e a rin g s  o n  M erits ; B u rd e n  o f P ro o f; B riefs; D ecisions; T h e  C PA  
in  T a x  C o u rt; A p p e a ls  fro m  T a x  C o u rt). F o rm  o f A g reem en ts  (W aiv er 
o f  N o tice  o f  D eficiency; C losing  A g reem en ts ; M o dified  W aiv e r  of 
N o tice  o f D eficiency). R e fu n d s  (T im e  L im it fo r  F ilin g ; F o rm  of 
C laim ; A llo w an ce  o r  R e je c tio n  o f C laim ; S u it fo r  R e fu n d ) . C o m p ro ­
m ises. F ra u d  Cases.
O perating  a  T ax  P ractice
D e v e lo p m e n t of a T a x  D e p a r tm e n t (D angers o f In c o m p e te n c e ; Spe­
c ia liz a tio n ). C o -o p e ra tio n  w ith  L aw yers (E sta te  P la n n in g ; U n a u th o r ­
ized  P ra c tice  o f L aw ). R u lin g s . T a x  L ib ra ry  (Law s a n d  D ecisions; 
R e fe re n ce  B ooks; L oose-L eaf Services; P e riod icals).
E n r o llm en t  for A dm ission  to  P ractice
E lig ib ility . R e q u ire m e n ts  o f  E nro llees . Fees. D isb a rm e n t a n d  Sus­
p en sio n .
A ppend ix
S ta te m e n t o f P rin c ip le s  R e la t in g  to  P rac tice  in  th e  F ie ld  o f F e d e ra l 
In co m e  T a x a tio n  P ro m u lg a te d  by  th e  N a tio n a l C o n fe ren ce  o f  L aw yers 
a n d  C e rtified  P u b lic  A cco u n tan ts .
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CHAPTER 21
Tax Practice
BY I. H. KREKSTEIN
Certified public accountants by education, training and ex p er ien ce  are 
a d eq u a te ly  e q u ip p ed  to h a n d le  m ost in co m e tax p rob lem s o f  clien ts. T h e y  
also  are e q u ip p ed  to h a n d le  certa in  o th er  types o f tax  p rob lem s, m ore  
p articu lar ly  those a p p ly in g  to busin ess op era tion s.
T a x e s , h ow ever, cover a w id e  field . T h e y  are im p osed  by the F ederal 
g overn m en t, each  state an d  p ractica lly  every p o lit ic a l su b d iv is io n . T h e y  
range from  the sim p le , such  as taxes on  real p roperty , to  the m ost com ­
p lica ted , such  as taxes on  in com e. F ortu n ately , n o t  everyon e b e liev es that  
every C P A  is the m aster o f all taxes. Som e, by ex p er ien ce , h ave broader  
k n o w led g e  than  others, an d  those w h o  sp ec ia lize  h ave a m ore p ro fo u n d  
in s ig h t in to  their  sp ec ia lty  than  others; any a ttem p t at gen era liza tio n  in 
this resp ect w o u ld  be fu tile .
P rim arily , the p ractic in g  C P A  sh o u ld  h ave a com p reh en sive  k n o w led g e  
o f F ed eral in co m e an d  excess profits taxes an d  in co m e taxes im p osed  by 
the states an d  p o lit ic a l su b d iv is io n  in  w h ich  h e practices. H e  also  m ust  
h ave a k n o w led g e  o f F ed eral estate  an d  g ift  taxes, an d  in h er ita n ce  taxes 
in  the states in  w h ich  h e practices. In  a d d itio n , h e sh o u ld  h ave at l ea st a 
w ork in g  k n o w led g e  o f  a ll o th er  taxes im p o sed  u p o n  the corporations, 
trusts, p artnersh ip s an d  in d iv id u a ls  h e  represents. B u t m ost im p o rta n t  
o f a ll, the C P A  sh o u ld  be ab le  to recogn ize the tax im p lica tio n s  o f h is 
c lien ts ’ fin an cia l transactions so that p ossib le  adverse con seq u en ces m ay  
b e avo id ed .
T h e  field  is too  b road  to p erm it coverin g  the en tire  su bject o f  tax prac­
tice in  th is text. S ince in co m e ta x a tio n  is the m ost active bran ch  o f the  
C P A ’s tax  w ork, em p hasis has b een  p laced  on  th is p hase o f the practice, 
b u t w ith o u t  any in te n t  to m in im ize  the im p ortan ce  o f o th er  taxes. H o w ­
ever, b r ie f reference w ill be m ade to som e o f the o th er  taxes so that, taken  
as a w h o le , the C P A  m ay find  a u sefu l reference source for g u id a n ce  in  the  
co n d u ct o f  h is day-to-day practice.
PREPARATION OF FEDERAL RETURNS
Tickler System
T h e  acco u n ta n t sh o u ld  m a in ta in  a tick ler system  to  d irect a tte n tio n  to  
the d ate  u p o n  w h ich  the tax returns m ust be filed . A  lis t  in c lu d in g  the
Copyright 1953
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F igure 1 . V isib le  R e co rd  fo r  In d iv idu a l Incom e Tax  
a n d  D ec la ra tion s o f  E stim a ted  Tax
Address of Taxpayer
Returns To 8e Mailed To
To Be Billed To
To Be Filed With
  Fiscal Year Ended
Extensions Granted To
Assigned To
Prepared By & Date
Approved By & Date
Date Mailed
Amended By & Date
Amended Return 
Approved By & Date
Amended Return 
Date Mailed
Dale Examined By I. R. A.
Name of Taxpayer 1950 Dec.
□
1950 Return 1951 Dec.
□
1951 Return 1952 Dec.
□
1952 Return 1953 Dec.
□
1953 Return
n am e o f each  return  sh o u ld  be p rep ared  p rior to its d u e d ate, in  am p le  
tim e for the p rep ara tion  o f  the return , con feren ce w ith  the c lien t  if  neces­
sary, as w e ll as for rev iew , typ in g , p ro o frea d in g  and  tran sm itta l to the  
clien t.
T h e  tick ler system  can b e  m a in ta in ed  in  card, loose-leaf, v is ib le  record  
or any o th er  su ita b le  form . A  variety  o f form s are offered  by p r in tin g  
firms an d  a cco u n ta n ts’ su p p ly  com p an ies, the se lection  o f w h ich  sh ou ld  
d ep en d  u p o n  the n eed s o f the office. T h e  form , in  a d d it io n  to  the d ue  
dates o f the returns, sh ou ld  reflect the fo llo w in g  m in im u m  in form ation :
1. Date prepared and by whom,
2. Date reviewed and by whom,
3. Date mailed or delivered to client.
See F igu re 1 for an illu stra tio n  o f a suggested  v is ib le  record form  for  
in d iv id u a l in co m e tax returns and d eclara tion s o f estim ated  tax  (Federal 
F orm s 1040 and  1040ES), an d  F igu re 2, also a v is ib le  record form , for 
o th er  tax returns. In  F igu re 1 there are tw o co lu m n s for each  year. T h e  
first relates to d eclaration s o f estim ated  taxes an d  the secon d  to the in ­
com e tax returns. T h e  sm all b lock  (  ) in  the first co lu m n  is used  to 
in d ica te  those d eclara tion s that m ust be rev iew ed for p ossib le  am en d m en t.
If the tick ler system  is k ep t up  to d ate, the status and  loca tion  o f any  
return  can be ascerta in ed  at a ll tim es.
As lists o f returns are co m p iled , cop ies sh ou ld  be d istr ib u ted  to the  
fo llo w in g  at least six ty  days in  advance o f the filing  date:
1. Those supervising accounting engagements, to permit checking the list for 
accuracy. The list also wall act as a reminder of the due date for filing so that,
2
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if necessary, plans can be made for a preliminary discussion with the client.
2. Those responsible for the assignment of staff, so that proper time may be set 
aside for the preparation of the returns.
3. Those responsible for the final review of the return, so as to have advance 
notice of the returns to be reviewed. The reviewer should arrange to have 
the return twenty to thirty days before its filing date so that the review, typing 
and remaining steps can be completed and the return mailed or delivered to 
the client at least a week before the final date.
4. The typing department, to schedule properly its flow of work.
In offices where a practitioner, partner or employee performs more 
than one of these functions, the num ber of copies may be reduced accord­
ingly.
Preparation of Returns from Audited Figures
T he returns of corporations and partnerships as a rule are prepared 
from audited figures. T he problems encountered in the preparation of 
such returns are principally those of a technical nature. In  most cases the 
net income appearing in the audited report must be adjusted in order to 
arrive at the income for tax purposes.
Checklist of Adjustments
T he accountant should prepare and attach to the draft of the return a 
schedule reconciling the net income in the tax return wi th the audited 
figures, (see Figure 3 for a suggested form). Such a schedule may be in 
the form of a condensed checklist. T he reconciliation in corporate 
returns (Form 1120) is provided for in Schedule M, but partnership 
returns do not make such provision.
Figure 2. Visible Record Form for Other Than Individual Income
Tax
Address of T axpayer
Returns To Be Mailed To
To Be Billed To
Type of Return Due Date
To Be Filed With At
Fiscal Year Ended
Extensions Granted To
Assigned To
j Prepared By & Date
  Approved By & Date
  Date Mailed
Amended By Ft Date
Amended Return 
Approved By & Date
Amended Return 
Date Mailed
Date Examined By I . R. A.
Name of Taxpayer 1950 Return 1951 Return 1952 Return 1953 Return
3
T H E  CPA HANDBOOK [Ch. 21
If would be difficult to compile a list of every conceivable adjustment, 
but the following suggestions may serve as a useful guide to which may be 
added items indicated by the experience of the accountant;
Nondeductible Reserves
Additions to reserves for discounts, liabilities and contingencies, inventory 
shrinkages, and similar reserves, not deductible for Federal income tax pur­
poses, must be added to taxable income. Conversely, reductions in such re­
serves which were added to income must be deducted. Likewise, adjustments
Figure 3. Reconciliation of Net Income per Books with Return
RECONCILIATION OF NET INCOME PER BOOKS 
WITH RETURN
NET INCOME PER BOOKS $ xxx.xx
ADDITIONS TO BOOK NET INCOME:
Additions to Nondeductible Reserves:
For liabilities 
For discounts 
Other (specify):
Unallowable depreciation:
Life insurance premiums 
Unallowable capital losses 
Other nondeductible expenses (specify):
Contributions in excess of statutory limitations 
Other (specify):
Total additions
xxx.xx
xxx.xx
xxx.xx
xxx.xx
xxx.xx
xxx.xx
xxx.xx
xxx.xx
DEDUCTIONS FROM BOOK NET INCOME: 
Reductions in nondeductible reserves:
For liabilities 
For discounts 
Other (specify):
Additional depreciation allowable:
xxx.xx
xxx.xx
xxx.xx
Exempt income: xxx.xx
Tax exempt interest xxx.xx
Recoveries of bad debts xxx.xx
Other (specify): xxx.xx
Net operating loss carry-over xxx.xx
Capital loss carry-over xxx.xx
50% of long term capital gains
(individuals only) xxx.xx
Other specify): xxx.xx
Total deductions 
NET INCOME PER RETURN, LINE
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must be made for additions to or deductions from the reserve for bad debts 
where the taxpayer maintaining book reserves has elected to deduct bad debts 
on the direct charge-off basis.
Depreciation and Depletion
Depreciation and depletion must be recomputed if the basis of the property 
on the taxpayer’s books is different from the basis for tax, purposes or if 
different rates are applied. Likewise, where the depletion deductible for tax 
purposes is based upon a statutory percentage of the gross income, the amount 
must be restated if the audited report does not reflect depletion on this basis.
Nondeductible Expenses
Expenses not deductible for tax purposes must be added to net income 
shown in the audited report. These adjustments include such items as life 
insurance premiums (when the taxpayer is the beneficiary); organization and 
recapitalization expenses (except in the final return of a corporation); loss on 
sale of capital assets to the extent not offset by capital gains (the net capital 
loss in the case of a corporate taxpayer, and subject to the limitation of $1,000 
or the net income, whichever is smaller, with respect to other taxpayers); taxes 
paid to states and other taxing authorities which are not deductible for 
Federal tax purposes.
Exem pt Income
All items of nontaxable or exempt income must be eliminated. A partial 
list includes such items as:
Tax free interest,
Proceeds of life insurance policies,
Recoveries of bad debts to the extent the taxpayer received no tax 
benefit from the charge-off,
Recoveries of unconstitutional taxes and similar items if the original 
deduction thereof resulted in no tax benefit in the year deducted or 
through a net operating loss carry-over or carry-back,
In the case of corporations, if the taxpayer so elects, income attributable 
to the discharge of notes and bonded indebtedness for less than face 
value (if elected), in which case the basis of certain of the assets of the 
corporation must be reduced by the amount of the gain (which may 
result in further adjustments to the audited net income).
Statutory Lim itation on Deductions
Contributions and other items limited to a percentage of net income must 
be reduced to the extent of such limitations. Similarly, contributions to an 
approved pension plan, or profit-sharing plan, in excess of the statutory de­
ductions must be reduced.
C arry-over of Operating Losses of Prior Years
Returns for prior years should be examined for net operating loss deduc­
tions that can be carried forward. Proper adjustments as provided by Section 
122 (d) of the Internal Revenue Code must be made in order to determine the 
amount, if any, of the loss carry-over. Briefly these adjustments consist of
5
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(1) the addition of the excess of percentage depiction over cost depletion,
(2) the restoration of tax exempt interest, (3) the elimination of any net 
operating loss deduction from another taxable year, and (4) adjustments for 
the excess of capital losses over capital gains.
Carry-over of Ca pital Losses of Prior Years
Likewise, a determination must be made as to the existence of any capital 
loss carry-overs from prior years that can be availed of to offset capital gains 
during the current year.
Revenue Agents' Ad justm ents of Prior Y e a r Returns
Revenue agents’ reports for the past several years should be examined to 
learn of adjustments made which might affect net income for the current year. 
Adjustments of this type are numerous. The following are offered as illus­
trations:
Repairs and other expenditures capitalized in prior years, not reflected 
in the audited statement, might result in additional depreciation deduc­
tions for the current year.
Adjustments of the rate of depreciation may increase or decrease the 
allowable depreciation for the taxable year if such adjustments have 
not yet been reflected on the books.
Adjustments to inventories of both merchandise and supplies during 
the immediately preceding year usually affect the taxable income for the 
year under review if these adjustments have not been reflected in the 
audited figures.
Bad debts and other losses claimed in a prior year, but disallowed by the 
revenue agent, may be deductible during the current taxable year.
Sale of C ap ita l Assets
In the event there are gains or losses from the sale of capital assets, such as 
depreciable property used in trade or business, and real estate, the amount of 
such gains or losses must be adjusted if the tax basis is different than the 
book basis.
State Income Taxes
The deduction for state taxes based upon a percentage of net income must 
be recomputed to give effect to the adjustments detailed previously.
Preparation of Returns from Unaudited Figures
The returns of individuals usually are prepared from unaudited figures.
Such returns fall into two  categories. The first consists of those cases in
which there are books of account and record, and the second, those in 
which there are no books.
W here There are Books
Where books of account and related data are available, the preparation 
of the return is similar to those cases in which there are audited figures. 
It is desirable for the accountant to make some effort at inspecting the
6
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books before actually proceeding with the preparation. If such cursory 
inspection creates doubt or suspicion as to the reasonable accuracy of the 
figures, it is incumbent on him to inform the taxpayer and request au­
thority to make whatever examination is necessary in the circumstances. 
If authority is not obtained, the accountant should refuse to prepare the 
return. If the cursory inspection indicates that the books in all probability 
are reasonably accurate, he should proceed from the book figures after 
making the required adjustments in practically the same m anner as if the 
figures had been audited.
Some CPAs, in these cases, make a disclaimer when signing the declara­
tion regarding the preparation of the return. See the subsection entitled 
“Disclaimers” for a discussion of this subject.
Where There are No Books
T he procedures for the preparation of tax returns where there are no 
books cannot be placed in as set a pattern as for returns prepared from 
books. T he risk of inaccuracy is far greater and the ingenuity of the 
accountant may be harder pressed in assembling the necessary inform a­
tion. T he best starting point may be the tax return of the preceding year. 
From this may be obtained such inform ation as the opening inventories, 
the basis of the assets for depreciation purposes, and the types of income 
and deductions claimed previously by the taxpayer. This information 
must be supplemented by figures showing the current years’ operations, 
obtained from analysis of cash receipts and disbursements, prepared either 
by the accountant, or submitted by the taxpayer. In addition, all other 
pertinent information furnished by the taxpayer must be assembled and 
taken into consideration.
On occasion, all of the inform ation may be submitted orally by the tax­
payer. T he accountant’s function in these cases is merely to prepare the 
return from the inform ation submitted, using due diligence by question­
ing to satisfy himself that he has not overlooked any items of income and 
deductions. Comprehensive checklists of income and deductible items 
w hich are found in the tax reporting services and other publications are 
helpful in these cases, and should be used rather than relying on memory. 
Standard forms and those designed by some accountants’ offices include 
not only a checklist, bu t also provide for the signature of the taxpayer to a 
statement assuming responsibility for the information.
Regulation 111, Section 29.54-1, of the Bureau of Internal Revenue, 
requires every taxpayer, with certain exceptions, to
". . . keep such permanent books of account or records, including inventories, 
as are sufficient to establish the amount of the gross income and the deductions, 
credits and other matters required to be shown in any return . . .”
T he accountant should inform the taxpayer of these requirements and 
refusal or neglect to comply should make him suspicious of the client.
7
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U n d er  such  circum stances, h e  sh o u ld  con sid er re fu sin g  to prepare the  
return  if  there is any d o u b t as to the accuracy o f the figures su b m itted .
Disclaimers
M any C PA s q u a lify  the d eclara tion s as p r in ted  o n  the returns in  order  
to in d ica te  the e x te n t to w h ich  the figures h ave n o t b een  verified . T h ese  
q u a lifica tion s are in  som e in stances h a n d w ritten  or typed  on  the return; 
in  o th er  in s tances in serted  by ru bber stam p. T h e  w ords m ay vary, b u t  
the effect is to state that the figures w ere n o t  a u d ited  or that they w ere  
fu rn ish ed  by the taxpayer w ith o u t  verifica tion  by the p erson  w h o  pre­
pared  the re turn.
T h e  d ec la ra tio n  in  the corp ora tion  in co m e tax  retu rn  (Form  1120) 
states that the return
“. . . is a true, correct, and complete statement of all the information respect­
ing the tax liability of the person for whom this return has been prepared of 
which I/w e have any knowledge.”
T h e  taxpayer an d  the person  p rep arin g  the in d iv id u a l income tax  re­
turn  (Form  1040) are req u ired  to sign  a s in g le  d eclara tion . T h is  d eclara­
tio n  d iffers from  th at in  the corp ora tion  in co m e tax  return  an d  states 
that
". . . this return has been exam ined by me and to the best of my knowledge 
and belief is a true, correct, and complete return.”
T h er e  is a d ivergen ce o f  o p in io n  a m o n g  p ractition ers as to the w isd om  
o f m a k in g  a d isc la im er on  returns. S ince the form  o f  a d isc la im er in  the  
corp ora tion  in co m e tax return  differs from  that in  the in d iv id u a l tax  
return , it  m ig h t be ad v isab le  to con sid er them  separately .
It is difficu l t to see h ow  the C P A  runs any risk in  s ig n in g  the d eclara tion  
w ith o u t q u a lifica tio n  in  the corp ora tion  in co m e tax return  d u e  to the  
fact that the sta tem en t m erely  in d ica tes  that the return  is based  u p o n  those  
facts co n cern in g  w h ich  the person  p rep arin g  the retu rn  has k n ow led ge . 
O n  the o th er  h an d , the sta tem en t in  the in d iv id u a l in co m e tax return  
perh ap s m ay be con stru ed  as im p o s in g  a re sp o n sib ility  o f a h igh er  degree.
D u e  to the w id e  d ivergen ce o f  o p in io n  on  the su bject o f the im p ortan ce  
or effect o f d isclaim ers, it  is n o t the p urpose h ere in  to d ecid e  th is co n ­
troversy.
S ince the p rop riety  or w isd om  o f m a k in g  a d isc la im er is d eb a tab le  
an d  the ch o ice  sh ou ld  be m ade by each  p ractition er . In  any even t, no  
return  sh ou ld  be prep ared  by a C P A  if h e b e lieves that the in fo rm a tio n  
at h is d isposa l is n o t  true, correct or com p lete . A  d isc la im er regardless 
o f form  sh o u ld n o t b e the m ean s o f ju stify in g  the p rep ara tion  o f a return  
w h ich  does not reveal a reason ab ly  accurate p icture.
Working Sheets
W h eth er  the retu rn  is p rep ared  from  a u d ited  or u n a u d ited  figures, the  
acco u n ta n t sh o u ld  prepare an d  preserve com p reh en sive  w ork in g  sheets
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that show the sources o£ the inform ation used in the return.
If the return  is prepared from audited figures, the audit file usually will 
contain most of the basic inform ation from which the return  has been pre­
pared. But frequently there are adjustments such as those described in 
the section entitled “Preparation of Returns from Audited Figures.” In 
such event, the file copy of the return  should contain a reconcilement of 
taxable income with the audited net income, as well as copies of schedules 
appended to the return in support of certain items.
Each difference appearing in the reconcilement, unless self-evident or 
self-explanatory, should be set forth and explained fully in narrative form. 
Whenever necessary, the authority for the adjustm ent should be noted 
with reference to the source.
In addition to this, schedules should be prepared of the items appear­
ing in the financial statements of the taxpayer which have been combined 
in order to obtain a total for use in the return. These items should be 
identified clearly so that at a later date there will be no difficulty in trac­
ing them. T he most common items of this nature are wages, salaries, rents, 
repairs and other similar deductions.
W here contracts or corporate minutes are involved, copies or extracts 
should be included in the file.
If the return is prepared from books w ithout audit, the file should 
contain, in addition to the data mentioned previously, a working sheet 
having a trial balance, the usual adjustments, statement of operations 
and balance sheet, together with all the necessary supporting schedules. 
These papers should be sufficiently complete to enable the accountant, if 
the need arises at a later date, to establish the source of any of the figures 
which appears in the return.
If the return is prepared from inform ation other than books of the 
taxpayer, the file should contain memoranda of all conferences on the 
subject with the taxpayer or others. These memoranda should set forth 
the date the inform ation was obtained, the name of the person submitting 
the information, the source and a full description of the material involved. 
Frequently the preparation of such returns requires analysis of cash 
receipts and disbursements. In  that event the figures with full explana­
tion should be entered on columnar sheets, properly captioned.
W hen many security transactions are involved, it may be helpful to re­
tain copies of the brokers’ statements in support of purchases and sales 
during the period. All income from rents, royalties, wages or salaries, in­
terest and dividends should be listed and compared with copies of the 
Inform ation Form 1099’s and W-2’s received by the taxpayer. If Infor­
m ation Forms 1099 are not available, it is suggested that interest and 
dividend income during the year from publicly owned companies be 
checked against published lists of such payments.
All other analyses required in connection with the return also should be 
as complete as possible and properly captioned.
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In  the ab sen ce o f b ooks to w h ich  reference can be m ade, the accou n tan t, 
by es ta b lish in g  a co m p lete  file, m ay save m any hours o f tim e in  the even t  
o f  a reven u e a g en t’s ex a m in a tio n . T h is  factor sh ou ld  b e con sid ered  in 
d ec id in g  u p o n  the thorou gh n ess w ith  w h ich  to b u ild  up  the file at the  
tim e the return  is prepared . A  desirab le m eth od  for assem b lin g  in fo rm a ­
tion  is to m a in ta in  an en v e lo p e  for each  taxpayer in to  w h ich , th rou gh ou t  
the year, there are p laced  a ll file m em oran da  and o th er  m ateria l affectin g  
the tax return . T h e  en v e lo p e  then  m ay be used as a fo ld er  to h o ld  the  
re ta in ed  cop y  o f the tax return  for the year.
F igure 4 . Tax R e tu rn  C on tro l S h eet
Type of return I I  Period from to
Taxpayer Mail to
Address Address
City & State City & State
Amount of tax due $
Tax previously paid
Balance due
Credit due
Refund due
Schedules attached:
Office to be filed with Due date of return
Address Extension granted to
City Return prepared by Date
State Return approved by Date
Page
No. ScheduleHo. ItemNo. Schedule of Corrections Correction Typed by Corrections Checked by
Typed by
Received in proofreading
Computations checked by
Footed by
Proofread by
M A ILE D
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Review
Upon completion of the return, the papers should be assembled and 
together with the file of the prior year’s return passed to the reviewer. 
It is inadvisable for any return, regardless of the ability of the person 
preparing it, to be sent to the client without review by a qualified person. 
T o this return should be attached an office form providing space primarily 
for (1) instructions to the typing department, (2) approvals by the re­
viewer, proofreaders and checkers, and (3)  corrections. (See Figures 4 and 
5 for suggested forms.) A single form may be designed for all tax returns
Figure 5. Individual Income Tax Return Control Sheet
u. s .  INDIVIDUAL INCOME tax FORM Original Amended1952 1040
1953 1040ES
Taxpayer______
Mall to: Name.
Schedules attached:
Address. 
City..
Form 1040
Amount of Tax
Previously Paid
Amount to be Paid
Amount Overpaid
( ) Refund ( ) Credit to 1952 Estimate 
Qualified Yes ( )
Form 1040ES
Estimated Tax .$ ..... .
Estimated Tax to be withheld plus
..
. Balance of Estimated Tax __________
O  Based on information furnished
  Eased on at least as much as 
Net Income for previous year
To be paid: 
  Quarterly
□  In Full
To be filed with Director of Internal Revenue
City_________ ______________ State___________
On or before---------------------------------
Extension granted to- 
Prepared by._________
Approved by..
Page
No.
Schedule
No.
Item
No. Schedule of Corrections
Correction 
Typed by
Corrections 
Checked by
— ----- ------
—
Received for typing
Typed by_______ ________
Received in proofreading
Computations checked by
F oo t ed by
Proofread by
MAILED
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or d ifferen t on e s  for each  type o f return . In  the la tter  even t, it  has b een  
fo u n d  u sefu l to m ake the co lor o f the form  m atch  the co lor o f F ederal 
tax  returns, and  o f  state tax returns in  states w here the co lor does n o t  
ch an ge an n u a lly .
T h e  rev iew er sh o u ld  be a p artner or em p lo y ee  w h o  has h ad  m ore e x ­
ten sive ex p er ien ce  or is m ore q u a lified  in  tax  m atters than  the person  
p rep a rin g  the return . In  any event, it  sh o u ld  be som eon e o th er  than  the  
p erson  w h o  p repared  the return . In  offices w ith  a tax  d ep artm en t, the  
larger returns an d  those w ith  sp ec ia l p rob lem s sh o u ld  be rou ted  th rou gh  
th at d ep artm en t. Som e offices prepare for an  a d d it io n a l an d  final scru tiny  
o f returns by the p artner d irectly  resp on sib le  for the en gagem en t.
T h e  rev iew er’s d u ties  n eed  n o t in c lu d e  n ecessarily  the ch eck in g  of 
m ath em atica l accuracy, b u t u su a lly  do; how ever, they p rim arily  sh ou ld  
b e con cern ed  w ith  the p r in c ip le s  in vo lved .
In  order to fa c ilita te  the rev iew , m any  offices p ro v id e  a q u estio n n a ire  
w h ich  is filled  in  by the p erson  p rep arin g  the return . T h e  q u estio n n a ire  
h ig h lig h ts  the p o in ts  in  w h ich  the rev iew er p articu lar ly  is in terested . 
Such  a form  m ay be co m p iled  from  the rev iew in g  p rocedu res su b seq u en tly  
discussed .
A s a p re lim inary, the rev iew er sh ou ld  ex a m in e  the file carefu lly  to see 
th at a ll su ggestion s, co n ta in ed  in  corresp ond en ce an d  intraoffice com ­
m u n ica tio n s , relative to the tax  trea tm en t o f various item s, h ave b een  co n ­
sidered . H e  also sh o u ld  read a ll references to corporate m in u tes  w h ich  
m ay h ave tax con sequ en ces. H e  sh ou ld  satisfy h im se lf  that the reco n c ile ­
m en t o f n et in co m e per books w ith  ta xab le  n e t  in co m e is m ade correctly. 
H e sh o u ld  then  survey the return , fo llo w in g  to a large e x te n t  the p ro­
cedures ad o p ted  by reven u e agents in  e x a m in in g  a taxpayer, an d  in  this  
co n n ectio n  sh ou ld  d evo te  sp ec ia l a tte n tio n  to the a vo id an ce o f  m islea d ­
in g  an d  a m b igu ou s cap tion s an d  accou n t titles.
T h e  answ ers to  a ll q u estion s on  the returns, esp ec ia lly  those re la tin g  
to  corporations, sh o u ld  be ex a m in ed  carefu lly . E xpress a tten tio n  sh ou ld  
be d irected  to the ascerta in m en t o f  w h eth er  the corp ora tion  is a p erson a l 
h o ld in g  com p an y  as d efined  by S ection  501 o f the in tern a l reven u e code  
an d  is req u ired  to file a p erson a l h o ld in g  com p an y  return .
T h e  treatm en t o f the various types o f in co m e and  exp en ses sh o u ld  be  
ex a m in ed  to see if  they are p resen ted  prop erly  on  the return . P articu lar  
a tte n tio n  also sh o u ld  be p a id  to ga in s an d  losses arising  from  sales or in ­
vo lu n ta ry  con version  o f  d ep rec ia b le  busin ess prop erty  an d  business real 
estate, h e ld  for m ore than  six  m on th s, to be certa in  th at the p rop er tax  
trea tm en t has b een  ad opted .
R ev en u e  agen ts’ reports for p rior years sh o u ld  b e scann ed  to m ake  
certa in  that a ll ad ju stm ents a ffectin g  the current year’s in co m e have been  
considered .
T h e  return  sh ou ld  be com p ared  w ith  the return  for the p reced in g  year 
to see if  any item s o f in com e and  d ed u ctio n s are m ateria lly  “ou t o f  l in e .”
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I f they are, the cause sh o u ld  b e in v estiga ted . T h e  rev iew ers’ n o tes o f the  
p rev iou s year sh ou ld  be read  to m ake sure th at p rev iou sly  d iscovered  
ad ju stm ents h ave n o t b een  overlook ed .
T h e  rev iew er sh o u ld  spot-check  certa in  o f  the item s w h ich  ap pear in  
m ore than  o n e  p lace on  the return , or w h ich  are carried  forw ard  from  the  
p rior year. T h e  fo llo w in g  are illu stra tive:
1. T he opening inventory should correspond with the closing inventory for the 
preceding year. If there is a difference, a satisfactory explanation should be 
obtained.
2. In the case of a corporation or partnership return the opening and closing 
inventories in the cost of goods sold schedule should agree with the inventories 
on the balance sheets.
3. Also in the case of a corporation or partnership return, the reserves for 
depreciation and depletion on the balance sheet should be reconciled with 
the figures appearing in the schedules on the return.
4. W here the tax return contains a balance sheet and the taxpayer is on a 
reserve basis for bad debts, the reserve balances at the opening and close of 
the year should be reconciled with the deduction claimed.
S ch ed u le  M , R eco n c ile m e n t o f  Surplus, o n  corp ora tion  returns sh ou ld  
be scru tin ized  th o u g h tfu lly  to m ake sure that n o  item s o f ta xab le  in com e  
or a llo w a b le  d ed u ctio n s are in c lu d ed .
T h e  rev iew er sh ou ld  be on  guard  for ex p en se  item s w h ich  cou ld  be d is­
a llow ed  u n d er the p rov ision s o f  S ection  24 (c) o f the in tern a l reven u e  
code. T h e se  exp en ses in c lu d e  salaries, rents or in terest o w in g  to a re la ted  
taxpayer w h ich  m ay b e d isa llo w ed  if  n o t  p a id  w ith in  tw o an d  on e-h a lf  
m o n th s after the close o f  the year. I f  such  item s are revea led , the ta x ­
payer sh ou ld  be n o tified  w ith o u t  d elay.
W h en  a return  show s a loss or an u n u sed  excess profits cred it, the re­
v iew er sh o u ld  d eterm in e  w h eth er  the loss or cred it can  b e carried  back. 
I f  so, a c la im  for re fu n d  (Form  843) or an  a p p lica tio n  for ten ta tiv e  carry­
back ad ju stm en t (Form  1045 or 1139) sh ou ld  be prep ared  p ro m p tly  and  
filed.
In  e x a m in in g  excess profits tax  returns, the rev iew er sh ou ld  m ake  
certa in  that a ll o f  the a p p lica b le  r e lie f  p rov ision s o f the A ct h ave b een  
fu lly  considered .
If  correction s are requ ired , the rep ort sh ou ld  be returned  to the a ccou n t­
an t w ith  w ritten  in stru ction s. A fter  corrections, the rev iew er sh ou ld  check  
the return  to m ake sure th at the req u ired  changes w ere m ade properly . 
A fter  the con ten ts of the retu rn  h ave thus b een  rev iew ed , the com ­
p u ta tio n s  o f tax  sh o u ld  be checked  by the review er. T h e  o th er  a rith m etic  
on  the return  also  sh o u ld  be checked  by som eon e assigned  to the task  
b efore typ in g , to a vo id  re ty p in g  if  correction s are necessary.
Typing and Signature
A fter  the rev iew  has b een  co m p leted  the return  is ready for typ in g , 
u p on  co m p le tio n  o f  w h ich  it  sh o u ld  be copyread  (co m m o n ly  d esign ated
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as proofread). The copyreader should make certain that the return is 
typed in strict accordance with the manuscript.
The returns should be assembled and turned in for signature. It is 
good practice to prepare a letter of instructions to the taxpayer in each 
instance. This should avoid misunderstanding about date of filing and 
payment as well as requirements for signature and mailing. The person 
signing the preparation statement on the return should examine the letter 
of transmittal to ascertain whether the instructions are stated correctly. 
He also should make a cursory examination of the return to satisfy him­
self that nothing material has been missed, and at the same time decide 
whether any qualifications, not already appearing in the preparation 
statement, are necessary.
Transmittal
The letter of transmittal to the taxpayer should be clear and concise 
and should contain complete instructions as to:
1. W h o  sh o u ld  sign  th e  re tu rn .
2. T h e  p lace  w h e re  it  sh o u ld  b e  filed.
3. T he  d u e  d a te  o f th e  re tu rn .
4. T h e  p a y m e n t, if any , th a t  sh o u ld  acco m p an y  th e  r e tu r n  a n d  to  w hom  th e  
check sh o u ld  be p ay ab le .
5. A ny  o th e r  p e r t in e n t  in fo rm a tio n , such  as w h e th e r  a c o rp o ra te  seal is r e q u ire d  
a n d  w h e th e r  th e  s ig n a tu re  m u st be  ack n o w led g ed  by  a n o ta ry  p u b lic .
Usually separate mimeographed or printed forms are used for trans­
mitting the various types of returns. See Figure 6 for a suggested form 
of letter. Printing firms offer standard forms which may better suit the 
requirements of the practitioner.
Figure 6. Form Letter
Dear Sirs:
We are enclosing herewith the original and duplicate of the United States 
Corporation Income Tax Return (Form 1120) of 
for the period from to
showing a tax due of $
This Return was prepared by us in accordance with books and records 
of the Corporation.
The original return must be signed by the Officers indicated on the form 
and the corporate seal should be affixed thereon. It should be filed with 
the Director of Internal Revenue, on or before
At the time of the filing of this Return you are required to pay at least 
40 % of the tax. Checks should be drawn to the order of "Director of 
Internal Revenue, ."
The duplicate copy should be retained in your files for possible future 
reference.
Balance of 60%  of tax 
payable as follows:
4 0 %  Due_____________
10% Due
10% Due_____________
Very truly yours,
By:
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RESPONSIBILITY FOR PREPARING AND 
FILING OTHER TAX RETURNS
T he tax practice of the CPA is not limited to Federal income taxes. 
In  addition, he is required to prepare returns and to advise his clients 
concerning other taxes. These include Federal and state social security 
taxes, state and local income, capital stock and franchise taxes, sales and 
excise taxes, and numerous other taxes. Some of these taxes, particularly 
state and local income taxes, may in some manner be related to and de­
pendent upon the Federal income return although the filing dates may 
differ. T he extent of the accountant’s responsibility for preparing and 
filing tax returns depends primarily upon the arrangement with the client. 
Where the accountant assumes the responsibility, the seriousness of the 
obligation must not be minimized. Taxpayers filing reports in a num ber 
of states frequently m aintain tax departments or impose the responsibility 
for preparing and filing returns on the comptroller or other employee. 
In such instances, the accountant is relieved of the direct burden. T he 
smaller client may have neither a tax departm ent nor an employee 
qualified to assume this responsibility. In such event, unless the terms 
of the engagement expressly provide otherwise, the client may expect the 
accountant to prepare all returns. It therefore is im portant, in this re­
spect, to have a clear understanding with the client at this point at the 
outset of the engagement.
It is not uncommon for some clients to take for granted that the CPA 
is thoroughly versed in all matters pertaining to taxes including those in 
every state and political subdivision. Such versatility is, of course, desir­
able bu t practically impossible to attain. National firms with offices in 
a num ber of states and m aintaining well-developed tax departments 
no doubt may be better able to cope with this problem. T he local CPA 
is unlikely to be as well equipped and should not hesitate to make his 
position clear, and his doing so should not be construed as professional 
weakness. Responsibility should be assumed only to the extent that the 
circumstances warrant.
There is, however, one responsibility in respect to tax returns that the 
CPA must assume. T h a t is the responsibility, when making an audit, of 
determ ining whether reasonable provision has been made for all ascertain­
able tax liabilities. Such responsibility and the knowledge required is 
probably more limited than where the accountant agrees to prepare the 
return, bu t there would appear to be a responsibility in making the audit 
to make reasonably sure that all returns that are due have been filed, that 
accruals for reasonably accurate amounts have been established and that 
there are no undisclosed tax deficiencies of m aterial amounts.
Use of a Tax Calendar
W hether or not the CPA assumes responsibility for preparing all tax 
returns, only Federal income tax returns or no returns at all, there is a
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n eed , w h en ev er  an  a u d it is in v o lv ed , o f  e s ta b lish in g  a system  for re­
v ea lin g  th e tax status o f  the c lien t. T h e  first step  in  the esta b lish m en t o f  
such  co n tro l is the use o f a tax  calendar. A  ca len dar sh o w in g  each  tax, 
d u e dates an d  a b r ie f d escr ip tio n  o f the tax m ay be o b ta in ed  from  the tax  
rep o r tin g  services or from  certa in  tax  p eriod ica ls.
A  list sh o u ld  b e m ad e o f  a ll tax  returns o f each  c lien t, th e ir  d u e  dates  
an d  w h atever  re la ted  in fo rm a tio n  is desired . O n e cop y sh o u ld  b e p laced  
in  the p erm a n en t file o f  each  c lien t  for use in  p rep arin g  the a u d it p ro ­
gram . A n o th er  cop y  sh o u ld  g o  to the p erson  resp o n sib le  for the m a in te ­
n an ce o f the tick ler system  so that, to  the e x te n t  th at re sp o n sib ility  is 
assum ed  for p rep a rin g  tax  returns, the p er tin en t in fo rm a tio n  can be  
in tegra ted  w ith  the procedu res o u tlin e d  in  the d iscu ssion  on  the “T ick ler  
System .”
As n ew  clien ts  are added , sim ilar  lis tin g  o f tax  returns sh o u ld  be m ade  
for a d d itio n s  to the tick ler  system . A s en gagem en ts are d rop p ed , the  
p erson  o p era tin g  the tick ler  system  sh o u ld  be in stru cted  to  d e le te  the  
returns i n v o lved .
State and local Income Taxes
E n gagem ents r e q u ir in g  the p rep ara tion  o f  F ed eral in co m e tax  returns  
u su a lly  in c lu d e  a ll o th er  returns based  u p o n  in com e. If such  resp on ­
s ib ility  is u n d ertak en , the filin g  in fo rm a tio n  sh ou ld  be in corp ora ted  in to  
the tick ler system .
Form s, cop ies o f the g o v ern in g  statu te, ru les an d  reg u la tio n s  sh o u ld  be  
ob ta in ed . T h ey  sh o u ld  b e stu d ied  in  order to d e term in e  the basis and  
characteristics o f  the tax. S tate loose-lea f rep o r tin g  services are very  
h e lp fu l an d  sh o u ld  be used  w h en  w arranted  by the circum stances. T e x t ­
books an d  p a m p h le ts  o n  the su bject a lso  are h e lp fu l an d  sh o u ld  b e o b ­
ta in ed  if  ava ilab le .
I f  the returns in v o lv e  states w ith  w h ich  the acco u n ta n t has h ad  n o  
p rev iou s ex p er ien ce , or if  the p rob lem s in v o lv ed  are co m p lica ted  an d  the  
tax im p lica tio n s  m ateria l, it  is n o t a reflection  on  h is p ro fession a l stan d ­
in g  if  o u ts id e  p ro fession a l assistance is requ ested .
In  p rep arin g  the returns a s ta tem en t sh o u ld  b e  m ade reco n c ilin g  the  
n e t in com e w ith  the n e t  in co m e ap p ea rin g  in  the F ed era l in co m e tax  
return . T h is  p ractice sh o u ld  b e fo llo w ed  w h eth er  or n o t req u ired  o n  the  
form . T h e  file cop y  o f the sta tem en t sh ou ld  show  reference, o p p o site  each  
item , to th e p o rtio n s o f the act or reg u la tio n s used  as au th o r ity  for the  
resp ective  ad ju stm en t. B y d o in g  this, d u p lic a tio n  o f effort m ay b e avo id ed , 
if  a t a la ter  d ate  it  is necessary to ascerta in  the basis for a p articu lar  
adjustm ent.
It w ill  be fo u n d  th at m an y  o f the state an d  lo ca l in co m e tax form s are 
s im ilar  in  m an y  respects an d  in  som e in stances a lm ost id en tica l w ith  the  
F ed era l report. T o  the e x te n t  th at su ch  sim ila r ities  ex ist, certa in  steps 
in  p rep ara tion  m ay b e a v o id ed  an d  typ in g  econ om ies effected . It is per­
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m issib le  in  som e ju r isd ic tio n s to attach  a copy o f  a ll or parts o f the  
F ederal return  in  lieu  o f f illin g  in  the spaces in  the form . In  such even t  
an extra  cop y  o f the F ed eral return  sh ou ld  b e prepared  an d  attached  to 
the return  in v o lv ed . I t  a lso m ay be fo u n d  that certa in  req u ired  schedu les  
are id en tica l w ith  those in  the F ederal return. E xtra cop ies prepared  at 
the tim e the F ederal return  is typed  w ill resu lt in  econ om y o f effort.
If busin ess is transacted  b o th  w ith in  and o u tsid e  of the ta x in g  ju r isd ic ­
tio n  for w h ich  the retu rn  is b e in g  prepared, the m atter o f  a llo ca tio n s  re­
q u ires stu d iou s a tten tio n . T h e  statu tory  m eth od s vary an d  the C PA , if  
resp on sib le  for the p rep ara tion  o f the return , is ca lled  u p o n  to b ecom e  
fa m ilia r  in  this respect w ith  the varia tion s o f the p articu lar statu tes in ­
vo lved . W h ere  the figures req u ired  for a llo c a tio n  p urposes are n o t re­
flected  in  the form  requ ired  by the b ooks o f the taxpayer it  is necessary  
to o b ta in  su p p lem en ta l in fo rm a tio n  b efore the return  can be com p leted . 
P rior k n o w led g e  o f the type o f in fo rm a tio n  req u ired  w ill en a b le  the  
acco u n ta n t to m ake p rov ision  for o b ta in in g  the figures and  related  data  
in  advance o f the tim e for p rep arin g  the return . If the en g a g em en t in ­
clud es an  au d it, p ro v isio n  for o b ta in in g  the a llo ca tio n  figures sh o u ld  be  
m ade in  the a u d it program .
Social Security Taxes
U su a lly  the socia l security  tax  returns are prep ared  by the c lie n t’s 
p erson n el b u t if  the term s o f en g a g em en t requ ire the acco u n ta n t to d o  so, 
p rov ision  for fo llo w -u p  sh ou ld  be m ade in  the tick ler system . In  e ith er  
event, the a m o u n t o f the salaries an d  w ages rep orted  sh o u ld  b e recon ciled  
w ith  salary, w age and  com m ission  accoun ts for the corresp on d in g  period  
in  the c l ie n t ’s books. C are sh ou ld  b e exercised  in  d e term in in g  that there  
has b een  n o  in c lu s io n  o f  n o n ta x a b le  com p en sa tion , such  as the a m ou n t  
in  excess o f the m a x im u m  taxab le , severence pay, co m p en sa tio n  p a id  to  
in d e p e n d en t contractors, an d  so forth . T h e  a cco u n ta n t sh ou ld  try to  
b ecom e fu lly  fam ilia r  w ith  a ll the statu tory  p rovisions, ru les an d  regu ­
lation s.
W ith  respect to u n e m p lo y m en t taxes for w h ich  h e u nd ertak es the re­
sp o n sib ility  o f p rep arin g  returns, the a ccou n tan t also sh ou ld  recon cile  the  
co m p en sa tio n  w ith  the em p lo y er ’s books an d  satisfy h im se lf  that n o  
ex em p t co m p en sa tio n  is in c lu d ed . H e  sh ou ld  ascertain  w h eth er  the em ­
p loyer is e l ig ib le  for a m erit ra tin g  and  if so w h eth er  the m in im u m  rate  
has b een  o b ta in ed . T h is  requ ires k n o w led g e  o f the statu te, ru les, regu la ­
tions an d  cou rt d ecis ion s in  the state in  w h ich  the returns are filed. 
L oose-leaf rep o rtin g  services are ava ila b le  and  sh ou ld  prove h e lp fu l  
in  th is co n n ectio n .
It a lso  is in cu m b en t u p o n  the C P A  to advise the em p loyer  ab ou t the  
req u irem en t co n cern in g  the filin g  o f the state returns and  the m a k in g  of 
p aym ents to the state fun ds in  order to o b ta in  the m a x im u m  cred it against  
the F ed eral tax.
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W h en  co n sid er in g  the F ed era l u n em p lo y m en t report, a reco n cilem en t  
sh o u ld  be m ade o f  the rep orted  w ages an d  salaries w ith  the am ou n ts re­
p orted  to the variou s states. T h is  is in  a d d it io n  to the re co n cilem en t  
w ith  the books an d  records o f  the c lien t.
Sales Taxes, Gross Receipts Taxes and other State and Local Taxes
T h ese  tax returns u su a lly  are p repared  by the c lien ts ’ p erson n el. R e ­
gard less o f  w h eth er  or n o t they  are p rep ared  by the c lien t, the C P A  m ust  
h ave sufficient fa m ilia r ity  w ith  the tax to k n ow  w h ich  type o f  transaction  
is ta xab le  an d  w h ich  is ex em p t. T o  illu stra te , in  the case o f sales taxes h e  
sh o u ld  m ake sure that the records o f  the taxpayer show  the tax separately  
from  the sales o n  w h ich  they  are im p osed . C o n sid er in g  a llow an ces for  
fractions, the a m o u n t o f tax  on  the return  sh o u ld  agree w ith  the tax  
lia b ility  sh ow n  o n  the books. T h is  sh o u ld  p rov id e a reason ab ly  accurate  
test o f  the correctness o f  the return . H ow ever, the fact that the tax on  
the return  is su b sta n tia lly  in  agreem en t w ith  the tax lia b ility  reflected  in  
th e  b ooks sh o u ld  n o t  p rec lu d e  furth er study  and  tests to ascertain  w h eth er  
the records h ave b een  correctly  m a in ta in ed , an d  the tax  law  correctly  
in terp reted  an d  ap p lied .
TREASURY DEPARTMENT
T h e  T reasu ry  D ep artm en t, h ead ed  by the Secretary o f the T reasu ry , is 
charged  w ith  the a d m in istra tio n  o f  the F ed eral rev en u e  law s. T h e  ac­
co u n ta n t w h o  prepares returns or o th erw ise  represen ts c lien ts in  in co m e  
tax m atters ord in ar ily  w ill  com e in to  con tact w ith  three d iv is ion s o f  the  
T reasu ry  D ep artm en t. T h e se  are the B u reau  o f  In tern a l R ev en u e , the  
C h ie f C o u n se l’s office, an d  the D irector  o f P ractice.
Bureau of Internal Revenue
T h e  B u reau  o f  In tern a l R ev en u e , h ea d ed  by the C om m ission er  o f  
In tern a l R even u e, assesses an d  co llects in co m e an d  a ll o th er  F ederal 
taxes. D u r in g  the la tter  part o f 1952 a reorgan iza tion  took  p lace  p u r­
su an t to R eo rg a n iza tio n  P lan  N o . 1 o f  1952, the effect o f  w h ich  is to  
reorgan ize th e  B u reau  a lo n g  fu n c tio n a l lin es rath er than  by n a tu re  o f 
the tax  in v o lv ed . T h e  p la n  p rom otes greater d ecen tra liza tio n  o f  the  
B u reau  and sh ifts a d d it io n a l re sp o n sib ilitie s  to th e  lo ca l level.
T h e  C om m iss ion er  and  cen tra l organ iza tion  are loca ted  at W a sh in g to n , 
D .C ., w here the B u reau  is d iv id ed  in to  three gen era l fu n c tio n a l grou p in gs, 
each  headed  by an  A ssistan t C om m ission er  o f In tern a l R even u e:
1. T he Assistant Commissioner, Technical, has three major functions: legislative 
and research, technical reviews and rulings, and special technical services.
2. T he Assistant Commissioner, Inspection, is in charge of investigating Bureau 
personnel, inspecting headquarters and field offices, and continuously checking 
the efficiency and integrity of employees.
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3. The Assistant Commissioner, Operations, bears the greatest burden in terms 
of direct contact with taxpayers. He is in charge of collections, enforcement, 
appellate work and the administration of the entire Bureau.
Since the operational duties will be performed at the field level, the 
accountant wi ll have most of his contacts with the latter branch of the 
Bureau, and therefore should become thoroughly acquainted with its 
functions.
Although the duties are supervised and co-ordinated by the Assistant 
Commissioner, Operations, in Washington, the flow of work is delegated 
on the basis of two levels of field organization: (1) District Commissioner, 
and (2) Directors of Internal Revenue. See Figure 7 for a diagram of 
the W ashington organization and Figure 8 for a diagram of organization 
on field levels.
District Commissioner's Offices
There are sixteen district commissioners’ off ices located at various cities 
in the country, each headed by a District Commissioner. Each District 
Commissioner is assisted in his duties by six Assistant District Com­
missioners respectively in charge of:
1. Administrative Division
2. Collections Division
3. Audit Division
4. Intelligence Division
5. Alcohol and Tobacco Tax Division
6. Appellate Division
Each district commissioner’s office performs supervisory and manage­
ment functions over the offices of Directors of Internal Revenue within 
their prescribed geographical area. However, the Directors’ offices per­
form no appellate duties and therefore such functions are supplied directly 
by the office of the District Commissioner through the Assistant District 
Commissioner, Appellate.
T he accountant will have infrequent occasion to come in contact with 
the Office of the District Commissioner except in matters which come 
under the jurisdiction of the Appellate Division. His contacts will be 
principally with the Office of the Director of Internal Revenue.
Directors of Internal Revenue
T here are sixty-four Directors of Internal Revenue with offices in 
locations corresponding with the offices which, prior to reorganization, 
were the offices of the Collectors of Internal Revenue. In addition, the 
directors m aintain branch offices throughout the areas under their juris­
diction. Each director operates his office through the five following 
divisions:
1. Administrative Division
2. Collection Division
3. Audit Division
4. Intelligence Division
5. Alcohol and Tobacco Tax Division
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T h e  A p p e lla te  D iv is io n  o f the D istr ic t C om m iss ion er’s Office m a in ta in s  
b ran ch  offices at the sam e geograp h ica l lev e l as the D irectors o f  In tern a l 
R ev e n u e  an d  reta in s fu ll d irectio n  an d  con tro l o f  them .
A lth o u g h  the acco u n ta n t p rim arily  is con cern ed  w ith  the co llec tio n , 
au d it, in te llig en ce  an d  a p p e lla te  d iv is ion s, he sh o u ld  h ave a w ork in g  
k n o w led g e  o f the d u ties , re sp o n sib ilitie s  and  fu n ctio n s  o f  the en tire  
office o f  the D irector  o f  In tern a l R ev en u e .
Adm in istrative  Division
T h is  d iv is io n  supervises an d  co-ord inates a ll p erson n el, tra in in g , in ­
form ation , office services, com m u n ica tio n s, office space an d  reports.
Collection Division
T h e  C o lle c tio n  D iv is io n  receives a ll tax  returns an d  fun ds in  p aym en t  
o f  taxes. I t  m a in ta in s accoun ts w ith  taxpayers an d  processes returns. In  
short, it  serves as the g o v ern m en t’s cash ier an d  b ookk eeper. A ll returns  
sh o u ld  b e filed  w ith  an d  checks for p a y m en t o f taxes sh o u ld  be p ayab le  to  
the order o f the D irector  o f  In tern a l R ev e n u e  for the d istr ic t in v o lv ed .
A u d it Division
T h is  d iv is io n  is resp on sib le  for the ex a m in a tio n  o f a ll tax  returns, o ther  
than  a lco h o l, tobacco, firearm s, narcotics an d  w ager in g  taxes. I t  also  
a tten d s to the co lle c tio n  o f d e lin q u e n t  accounts. T h u s  it  has taken  over  
the w ork  p rev iou sly  assigned  to the In tern a l R ev e n u e  A g en t in  C harge  
as w e ll as the a u d it  and  e x a m in a tio n  w ork and  som e o f  the o th er  d u ties  
p rev iou sly  p erform ed  by the C o llector  o f In tern a l R ev en u e .
R etu rn s n ow  are ex a m in ed  at the field  lev e l by p erso n n el o f the Office 
o f D irector  o f  In tern a l R ev en u e , k n ow n  as E x a m in in g  Officers. T h e se  
rep resen ta tives o f the g o v ern m en t are m ore g en era lly  ca lled  R ev en u e  
A gents.
T h e  office a u d it bran ch  con d u cts corresp ond en ce au d its an d  office 
au dits. T h e  form er m erely  req u ire  co m m u n ica tio n  by m ail, an d  the  
la tter  req u ire  that the taxpayer ap pear at the lo ca l office o f the D irector    
w ith  p er tin en t records. T h e  field  a u d it bran ch  m akes its ex a m in a tio n s  
at the h om e or p lace o f busin ess o f the taxpayer.
In  each  in stan ce ex a m in in g  officers are p laced  in to  groups w ith  a grou p  
ch ie f as ad m in istra tor  an d  tech n ica l advisor to the exam in ers assigned  
to h im . Such groups are lim ited  to tw en ty  officers.
Intelligence Division
It  is the p rim ary  d uty  o f  th is d iv is io n  to in v estig a te  taxpayers suspected  
o f fraud  aga in st the reven u e law s. I t  a lso  in vestiga tes a p p lican ts  for e n ­
ro llm en t to p ractice b efore the T reasu ry  D ep artm en t, assists U n ite d  States 
A ttorn eys in  the tria l o f cou rt cases in v o lv in g  the reven u e law s an d  assists 
in  the en fo rcem en t o f the W a g er in g  T a x  Law . T h e  w ork  is d o n e  at the  
fie ld  lev e l by p erson n el k n o w n  as S pecia l A gents. A lth o u g h  the d iv is io n
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is u n d er the D irector  o f  In tern a l R ev en u e , the A ssistan t D istr ic t  C om ­
m ission er , In te llig e n c e , is active ly  in  charge an d  d oes n o t  m erely  ad ­
m in ister  the field  offices th rou gh  the D irector.
Alcohol and Tobacco T a x  Division
T h is  d iv is io n  has the re sp o n sib ility  o f co lle c tio n  an d  en fo rcem en t o f  
a lco h o l an d  tobacco  taxes, an d  seizure o f  con trab an d  u n d er  F ed era l 
liq u o r , tobacco  an d  firearm s law s.
Appellate Division
T h e  A p p e lla te  D iv is io n  is n o t  a part o f the D irec to r ’s Office. In  the  
field  it  is h ea d ed  by the A ssistan t D istr ic t C om m ission er, A p p e lla te . It  
has au th o r ity  to se ttle  con tested  tax lia b ilit ie s  ap p ea led  from  the D irecto r’s 
Office, as w e ll as those arisin g  in  cases d ock eted  in  the T a x  C ourt. H e  also  
considers offers in  com p rom ise . T h e r e  is n o  ad m in istra tive  ap p ea l to any  
o th er  b u reau  official from  a d ec is io n  o f  the A ssistan t D istr ic t C om ­
m ission er , A p p ella te .
J u r isd ic tio n  o f  the A p p e lla te  D iv is io n  em braces a ll taxes d ea lt  w ith  
by the a u d it d iv is io n  o f  the D irec to r ’s office an d  is su bject on ly  to th e  
fo llo w in g  lim ita tio n s  regard in g  the se ttlem en t o f cases;
1. Appellate Counsel must concur before any case docketed in the T ax Court 
can be settled and before an ad valorem fraud or negligence penalty in a non- 
docketed case can be eliminated.
2. If criminal prosecution has been recommended, the case cannot be settled 
until final disposition of the criminal aspects has been made.
3. Excess Profits T ax Council must concur before there can be any modification 
of a decision made by that council.
4. Decisions in cases involving overassessment and overpayments exceeding 
$200,000 are subject to review by Chief Counsel and by the Jo in t Con­
gressional Committee on In ternal Revenue Taxation.
Office of Chief Counsel
C h ief C ou n sel, w ith  h ead qu arters in  W a sh in g to n , D .C ., acts as leg a l 
advisor to the C om m ission er  o f In tern a l R ev en u e  an d  h is assistants at the  
n a tio n a l level. T h e  u n it  is k n ow n  as the Office o f C h ie f  C oun sel.
D istr ic t C oun sel, w h o  are d irectly  resp on sib le  to C h ie f C o u n sel, h ave  
a staff o f law yers w h o  p rov id e leg a l services at the d istrict lev e l to  the  
D istr ic t C om m issioners, the A ssistan t D istr ic t C om m issioners, an d  to the  
D irectors o f In tern a l R ev en u e . In  a d d itio n , they represen t the C om ­
m ission er  in  cases b efore  the T a x  C ourt.
E ach  Office o f D istr ic t C ou n sel has an  E n forcem en t C ou n sel w h o  is  
assigned  to cr im in a l fraud  cases.
Director of Practice
T h e  D irector  o f P ractice is a p p o in te d  by the Secretary o f  the T reasu ry  
an d  n ow  perform s the d u ties  p erform ed  p rev iou sly  by the C o m m ittee  on
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P ractice. T h e  m a in  d u ties  are to receive and  act u p o n  a p p lica tio n s  for  
en ro llm en t to p ractice b efore the T reasu ry  D ep artm en t.
PROCEDURE FOR ADJUSTMENT OF INCOME TAXES
In  order to represen t p rop erly  c lien ts  w h o  b ecom e in v o lv ed  in  tax con ­
troversies, it  is essen tia l that the C P A  u nd erstan d  at least the fu n d am en ta ls  
o f T reasu ry  D ep a rtm en t procedures for the d e term in a tio n  o f d efic ien cies  
an d  the gen era l ru les o f the statu tory  p eriod s o f lim ita tio n .
Period of Limitation on Assessment
T h e  gen eral ru le  is th at n o  action  m ay be taken  for co llec tio n  o f  in com e  
taxes u n less assessed w ith in  three years after the return  was filed . H o w ­
ever, if  the return  was filed  b efore the d u e date, the p eriod  starts to run  
from  the d ate  the return  was d u e to be filed . T h er e  are several ex cep tio n s  
to the gen era l ru le , the m ost im p o rta n t o f w h ich  are: (1) w here the tax ­
payer om its from  gross in co m e an  a m o u n t in  excess o f 2.5% of the gross in ­
com e stated  in  the return , the p eriod  o f lim ita t io n  is five years; (2) if n o  
retu rn  has b een  filed  or if  the return  is fa lse or frau d u len t, there is n o  
l im ita t io n  o f tim e w ith in  w h ich  an assessm ent m ay be m ade.
T h er e  are m any  o th er  ex cep tio n s  a p p lica b le  u n d er vary ing  circum ­
stances, w h ich  the tax p ractition er  w o u ld  do w e ll to learn , b u t w h ich  
w ill n o t be p ursu ed  here.
Extension of Period of Limitation
T h e  p eriod  w ith in  w h ich  an  in co m e tax  d eficien cy  m ay b e assessed  
can be ex ten d ed  by agreem en t o f the taxpayer an d  the C om m issioner. 
T axp ayers o ften  are requ ested  to sign  such an agreem en t w h en  the ex ­
a m in a tio n  o f a return  ca n n o t be co m p le ted  w ith in  the p eriod  o f lim ita ­
tion . T h ese  w aivers also ex te n d  the p eriod  o f tim e w ith in  w h ich  cla im  
for re fu n d  m ay be filed . It is gen era lly  ad v isab le  for the taxpayer to sign  
the w aiver, o th erw ise  a n o tice  o f d efic ien cy  m ay be issued  w h ich  m ig h t  
be based  o n  arbitrary increases o f in co m e an d  d isa llow an ces o f d ed u ction s.
Examination of Returns
M ost tax controversies o r ig in a te  w ith  the ex a m in a tio n  o f a return . T h e  
returns are ch ecked  in  the Office o f the D irector o f In tern a l R ev en u e  for 
m ath em atica l errors. I f  an error appears an d  there is an  overpaym ent, the  
a m o u n t o f the overp aym en t is re fu n d ed  p rov id ed  n o  o th er  taxes are due. 
If  a d eficien cy  appears by reason  of a m ath em atica l error the taxpayer is 
n otified  and  the a m o u n t assessed. In  such an  in stan ce the taxpayer has n o  
r igh t to p rotest or ap p ea l to the T a x  C ourt.
T h e  returns th en  are classified  and  screened. T h o se  w ith  the greatest
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p o te n tia l o f d efic ien cies are assigned  to ex a m in in g  officers for field  or 
office au d it.
Som e accoun tants w h o  h ave prep ared  a retu rn  w h ich  is b e in g  ex a m in ed  
in  the field  prefer to  b e presen t so as to fa c ilita te  the w ork  o f the exa m in er  
and  fu rn ish  such in fo rm a tio n  as m ay be req u ired  for a fu ll u n d erstan d in g  
o f the taxp ayer’s b ooks an d  records. O thers w o u ld  rath er refra in  from  
m ee tin g  w ith  the exam in er , un less requ ested , u n t il the ex a m in a tio n  has 
b een  com p leted . If, a fter the ex a m in er  has co m p leted  h is in v estig a tio n , it  
appears to h im  that the return  is incorrect, h e w ill  seek the agreem en t o f  
the taxpayer to the ad ju stm ents w h ich  h e th in ks are requ ired . A t this  
p o in t, the a cco u n ta n t w h o  w as n o t presen t d u r in g  the field  ex a m in a tion  
sh o u ld  m eet w ith  the exam in er .
W h en  the p rop osed  ad ju stm en ts are n o t agreeab le to the taxpayer, 
a m p le  o p p o r tu n ity  is afforded for d iscu ssion  an d  p resen ta tio n  o f facts and  
argu m en t in  an  effort to o b ta in  a reason ab ly  correct d e term in a tio n . A t 
the co n clu sio n  o f each  ex a m in a tio n , the ex a m in in g  officer is req u ired  to  
in form  the taxpayer o f h is find ings. I f  the taxpayer agrees, h e  is req u ested  
to ex ecu te  an ap p rop ria te  agreem en t form  at w h ich  tim e the exa m in er  
prepares h is report an d  su bm its it  w ith  the agreem en t an d  case file to h is  
grou p  ch ie f  for ap proval. If ap proved , the rep ort goes to  the R ev iew  
G rou p  in  the A u d it  D iv is io n  w here a tech n ica l rev iew  o f  the file  is m ade. 
If ap p roved  there, the rep ort is typed, a cop y  sen t to the taxpayer and  
the case is ready for closing .
S h ou ld  the taxpayer d isagree, the ex a m in in g  officer w ill  fu rn ish  a b rief  
sta tem en t in  w r itin g  o f  the p rop osed  changes an d  in form  the taxpayer o f  
h is r ig h t to  a con feren ce w ith  the grou p  ch ief. A t this p o in t  the taxpayer  
m ay ava il h im se lf  o f  an  o p p o r tu n ity  to effect a se ttlem en t at a con feren ce  
w ith  the grou p  ch ie f, or m ay ch oose to aw a it the issuan ce o f  the p re­
lim in a ry  n o tice  o f  d efic ien cy  (30-day letter) an d  p roceed  w ith  p rotest 
and  con feren ce in  the A p p e lla te  D iv is io n .
It  sh o u ld  be n o ted  th at a con feren ce in  the A p p e lla te  D iv is io n  m ay be  
h ad  w h eth er  or n o t  an  in fo rm a l con feren ce took  p lace  w ith  the grou p  
ch ief.
Preparation for Conferences
B efore  a tte n d in g  any con feren ces w ith  a grou p  ch ie f or the A p p e lla te  
D iv is io n , it  is necessary that the taxp ayer’s rep resen ta tive  file a p ow er o f  
attorn ey  au th o r iz in g  h im  to  ap pear on  b eh a lf  o f the taxpayer. (For  
illu stra tion s, see F igures 9 an d  10.)
A  carefu l study sh o u ld  be m ad e o f a ll o f the facts re lev a n t to prop osed  
ad ju stm ents b efore  su b m ittin g  any m ateria l o n  b eh a lf  o f the taxpayer. 
T h e  C P A  sh o u ld  n o t con fine h is stud ies so le ly  to the facts in v o lv ed  in  the  
issues raised . H e  also  sh ou ld  ascertain  w h eth er  there are o th er  item s  
w h ich  m ig h t h ave b een  b u t w ere n o t q u estion ed . It is essen tia l th at h e  
ex a m in e  the return  for the p u rp ose  o f d e tec tin g  refu n d  o p p o r tu n it ie s  or
26 T H E  CPA HANDBOOK [C h . 21
o th er  p ossib le  errors that m ay affect an y  d ec is io n  to  con ced e issues w h ich  
the taxpayer m ig h t h ave som e ch an ce to  w in .
T h e  effect o f  p rop osed  ad ju stm en ts o n  the taxes o f  o th er  years, past and  
fu tu re , sh o u ld  b e consid ered . A ll co lla tera l tax  con seq u en ces sh o u ld  be  
taken  in to  acco u n t in  ad vance o f any p resen ta tion . A  sim p le  illu stra tio n  
o f  the effect o f  an  ad ju stm en t o f  the return  for o n e  year u p o n  the taxes
F igure  9 . P o w er o f  A tto rn e y  —  C orpora tion
POWER OF ATTORNEY  
Corporation
(W ith  right to receive refund checks, extend the statute 
of lim itation and execute closing agreem ents.)
KN O W  A L L  M EN  B Y  TH ESE  PR ESEN TS , T h a t the undersigned________
-, a corporation duly organized and existing
N am e a n d  a d d re ss  of ta x p a y e r
under and by virtue of the laws of the State of______________________
does by these presents hereby m ake, constitute and appoint.
- ----------------------------- its true and lawful attorney to appear for it and
Name of Representative
represent it before the Treasury  Department in connection with its Federal
taxes for the years ________________________ , w ith full power of substitution and
State years involved
revocation, giving its said attorney fu ll power to do everything whatsoever 
requisite and necessary to be done in the premises, and to receive refund 
checks, execute w aivers of the statute of lim itation , and to execute closing 
agreements, as fu lly  as the undersigned m ight do if done in its own capacity , 
a t any time subsequent to the date hereof and prior to the revocation 
hereof.
It is requested that a copy of all comm unications regarding any m atter 
in which the said attorney is hereby authorized to act be addressed to
A ll Powers of Attorney for this purpose heretofore filed or executed 
by the undersigned are hereby revoked.
IN  W IT N ES S  W H ER EO F the undersigned has caused this instrument to 
be executed by its duly authorized officers, under its corporate seal, th is 
day of , 1 9 5 .
(C O R P O R A TE  S E A L )
By-
Name of Taxp ayer
President
A tte s t :
Secretary
S T A T E  OF
SS.
C O U N T Y  OF
Sworn to and subscribed before me this day of , 1 9 5
Notary Public
C h . 21] TA X  PRACTICE 27
for o th er  years is fo u n d  w h en  d ed u c tio n s  for repairs are d isa llo w ed  o n  the  
g rou n d  th at the ex p en d itu res  w ere for a cap ita l im p rovem en t. In  such  a 
case the cost w ill be d ed u c tib le  as d ep rec ia tio n  over the u sefu l life  o f  the  
im p rovem en t. T h u s , the re su ltin g  tax d eficien cy  m ay b e recou p ed  and  
the ad ju stm en t m ig h t y ie ld  a b en efit to the taxpayer in  la ter  years.
I f  several issues are in v o lv ed , the tax con seq u en ces o f  each  sh o u ld  b e  
com p u ted . T h e  d ev e lo p m en t o f such  in fo rm a tio n  w ill  en a b le  the tax ­
p ayer’s rep resen ta tive  to ju d ge the v a lu e  o f each  issue in  term s o f d o llars. 
W h en  se ttlem en t is d iscussed , the C P A  sh o u ld  w e ig h  the re la tiv e  va lu es  
o f issues w h ich  the a gen t m ay b e w illin g  to concede.
F igure 10. P o w er o f A tto rn ey  —  In d iv idu a l
POWER OF ATTORNEY 
Individual
K N O W  A L L  M EN  B Y  T H ESE  PR ESEN TS , T h a t I, 
_________ , do hereby m ake, constitute and appoint
Name and address of
taxpayer Name of representative
and his nominees, my true and law ful a t t o r n e y ,  to appear for and represent 
me before the Treasury  Departm ent in connection with any m atter involving
Federal income taxes f o r ________________________  to which I am  a party, giving
state years involved
my said attorney fu ll power to do everything whatsoever requisite and neces­
sary to be done in the premises, with fu ll power of substitution and revo­
cation , at any time subsequent to the date hereof and prior to the revocation 
hereof.
It is requested that a  copy of all comm unications addressed to the under­
signed, regarding any m atter in which the said attorney is hereby authorized 
to act, be addressed t o _________________________________________________
A ll Powers of Attorney for th is purpose heretofore filed or executed by 
me a r e  hereby revoked.
IN  W IT N E S S  W H ER EO F I have hereunto set my hand and seal th is 
day of 1 9 5 .
_________________________________________________ (S E A L )
Signature of Taxp ayer
Signatures of two witnesses 
or notarial seal
A m o u n ts o f  tax  assessm ents are n o t g en era lly  the basis o f  d iscu ssin g  
se tt lem en t w ith  agents; se ttlem en ts are b ased  o n  agreed  ad ju stm en ts o f  
item s a ffectin g  the a m o u n t o f in com e, d isa llow an ces o f d ed u ction s, basis 
o f  prop erty  an d  v a lu e  o f  property . I f  the C P A  is prep ared  w ith  co m p u ta ­
tions, h e  w ill  h ave a ready tran sla tion  o f  ad ju stm ents in to  tax.
T h e  p rov ision s o f  the In tern a l R ev en u e  C ode, the R eg u la tio n s , an d  
the p o s it io n  o f  the C om m iss ion er  o f  In tern a l R ev en u e  as they  re la te  to  
the issues sh o u ld  be k n o w n  to the C P A  rep resen tin g  the taxpayer. T h u s  
arm ed, the taxp ayer’s rep resen ta tive  w ill  b e ready for conferences.
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Conferences with Group Chiefs
If n o  agreem en t can b e reach ed  in  the field  w ith  the ex a m in in g  officer, 
the first an d  perhaps the b est o p p o r tu n ity  to reach  an  am icab le  se ttle ­
m en t is w ith  the e x a m in in g  officer’s grou p  ch ief. B efore the exa m in er  
prepares a form al report, the taxpayer w ill  be in fo rm ed  o f h is find ings  
in  the form  o f  a b rie f m em oran d u m , as ex p la in ed  in  greater d e ta il u n d er  
“E x a m in a tio n  o f R etu rn s .’’ T o  o b ta in  a con feren ce w ith  the group  
ch ie f it  is m erely  necessary to m ake a requ est in  w r it in g  or by te lep h on e;  
n o  form al d o cu m en t is requ ired . T h e  con feren ce w ill b e en tire ly  in form al 
an d  the taxpayer m ay su b m it facts an d  argu m en t in  any form  h e desires. 
O rd in arily , the e x a m in in g  officer a lso  w ill a tten d  the con feren ce. T h e  
taxpayer m ay ap pear a lo n e  or be represen ted  by a C P A  or any other  
p erson  h a v in g  a treasury en ro llm en t.
A lth o u g h  the ex a m in er  u su a lly  assesses the m a x im u m  of a d d itio n a l tax, 
h e, as w e ll as h is grou p  ch ief, w o u ld  prefer to reach an agreem en t rather  
than  co m p el the taxpayer to file a protest. F req u en tly , n u m erou s item s are 
in v o lv ed , b u t the d egree o f the ex a m in er ’s con fidence in  each  m ay vary. 
H e m ay n o t h ave a ll o f  the facts or h e m ay have m iscon stru ed  som e of 
them . H e  m ay h ave m isin terp reted  the C ode or R eg u la tio n s . Such con ­
tin gen c ies  sh o u ld  be considered .
Preliminary Notice of Deficiency — 30-Day Letter
If n o  agreem en t is reached  w ith  the D irecto r’s office, a n o tice  o f  p ro ­
p osed  d eficien cy  w ill  be issued . T h is  n o tice  advises the taxpayer th at he  
m ay agree to the p rop osed  assessm ent or file a p rotest w ith in  th irty  days. 
T o  the n o tice  is a ttached  the cop y  o f the ex a m in er ’s report sh ow in g  the  
p rop osed  changes. T h is  n o tice  is u su a lly  referred  to as the “30-day le tter .” 
S om etim es the p eriod  a llo w ed  for filin g  a p rotest is less than  th irty  days. 
T h is  occurs w h en  the p eriod  o f lim ita t io n  is d u e to ex p ire  in  a short tim e  
an d  n o  agreem en t to ex ten d  the p eriod  has b een  o b ta in ed .
Issues w h ich  the ex a m in in g  officer m ay h ave b een  w illin g  to con cede  
in  order to effect se ttlem en t w ill be reso lved  aga in st the taxpayer. T h u s ,  
the a m o u n t o f the p rop osed  d eficien cy  ap p earin g  in  the ex a m in er ’s re­
p ort m ay be su b sta n tia lly  larger than  the am o u n t w h ich  p rev iou sly  h e was 
w illin g  to accep t in  se ttlem en t. T h erefo re , it  is im p o r ta n t that the tax ­
payer be in form ed  fu lly  o f such  p o ss ib ility  b efore d ec lin in g  any se ttle ­
m en t ava ila b le  p rior to issuance o f  the n otice .
T h e  30-day le tter  is m erely  part o f the a d m in istra tive  p rocedu re for 
se tt lin g  cases. In  effect, it  g ives the taxpayer th irty  days w ith in  w h ich  to  
m ake the fo llo w in g  choices:
1. File a protest with the Director of In ternal Revenue which will cause the 
case to be transferred to the Appellate Division of the district.
2. By request or by simply failing to respond in thirty days, obtain the issuance
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of a 90-day letter, a statutory notice from which an appeal may be taken to 
the T ax Court.
3. Execute the agreement form enclosed and thereby close the case by accepting 
the proposed changes.
Protest
T h e  p rotest is sw orn  to by the taxpayer an d  sh ou ld  set forth  the p ro ­
p osed  find in gs o f  the ex a m in in g  officer to w h ich  the taxpayer ob jects as 
w ell as the facts and  reasons in  su p p ort o f the taxp ayer’s p o sitio n . Som e  
p ractition ers in c lu d e  their  argu m en t and  c ita tio n s  o f au th ority  in  the  
protest. T h o se  w h o  do n o t m ay su b m it them  later in  the form  o f  a 
m em oran d u m . P roof in  su p p ort o f the p rotest g en era lly  is su b m itted  in  
the form  o f affidavits or cop ies o f d ocu m en ts. F igu re 11 illu stra tes a form  
of protest.
A  p rotest acts as an  ap p ea l from  an actio n  o f the D irecto r’s office and  
is acted  u p o n  by the A p p e lla te  D iv is io n  o f the Office o f the D istr ic t C om ­
m ission er .
F igure 11 . F orm  o f P ro te s t
P R O T E S T
Director of Internal Revenue 
1700 W idener Building 
Philadelphia 7 , Pa.
January 4, 1952
R E ; JO H N  DOE
1239 V IO L E T  B O U LEV A R D  
P H IL A D E L P H IA  73 , PA .
S ir ;
Receipt is acknowledged of your letter dated December 10, 1951 enclos­
ing copy of Exam ining O fficer's report and advising that a determ ination 
of deficiencies in ta x  totaling $ 1 0 ,0 0 0  and penalties totaling $ 5 ,0 0 0  ap ­
pears to be warranted against the above-named taxpayer for the calendar 
years 1948 to 1950 , inclusive.
Protest is hereby made against such determ ination and the following 
facts are submitted in support thereof;
1. N AM E A N D  AD D RESS OF T A X P A Y E R
John Doe, 1239 V io let Boulevard, Philadelphia 7 3 , Pa.
2 . D A TE  A N D  SYM BO LS OF YO U R  L E T T E R  
December 10, 1951 —  30-D
3 . Y E A R S  IN V O LV ED  A N D  T A X  D ISPU TED
Y e a r Deficiency Penalty
1948 $ 2 ,0 0 0 $ 1 ,0 0 0
1949 3 ,0 0 0 1 ,50 0
1950 5 ,0 0 0 2 ,5 0 0
4 . F IN D IN G S TO  W H IC H  T A X P A Y E R  T A K E S  EX C EP T IO N
a . T h a t the adjusted basis of the real estate sold by the taxpayer in 
1945 was $ 3 1 ,0 0 0 .
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b. T h a t gross receipts from soles were understated in the returns 
in the years and amounts as fo llow s:
1948
1949
1950
$6,000
7 ,0 0 0
8 ,5 0 0
c. The imposition of the 5 0 %  penalty.
d. The fa ilu re  to find that purchases were understated in the am ount 
of $ 6 ,5 0 0  in the return for the year 1949 .
5. GROUNDS UPON W H IC H  T A X P A Y E R  R ELIES
a . The adjusted basis of the real estate sold by the taxpayer in 
1945 was $ 3 4 ,0 0 0 .
b. Gross receipts from sales were not understated in the returns for 
1948 and 19 50 , and were understated only to the extent of $ 6 ,5 0 0  
in 1949.
c . The taxpayer did not intentionally understate net income or ta x  
in his returns for any of the years 1948 , 1949 and 1950 .
d. Purchases for the year 1949 were $ 6 ,5 0 0  in excess of those 
stated in the return.
6. T H E  FA C T S
a . R e : Basis of real estate sold in 1945 .
(State facts relating to this issue.)
b. R e : Gross receipts.
(State facts relating to this issue.)
c. R e : Penalty.
(State facts relating to this issue.)
d. R e : Purchases.
(State facts relating to this issue.)
7. C O N FER EN C E
Reference to the Appellate Division and a conference is requested.
Respectfully submitted,
John Doe
S T A T E  OF P E N N S Y L V A N IA  
C O U N T Y  OF P H IL A D E L P H IA
SS
JO H N  DOE, being duly sworn, says that he is the taxpayer above nam ed; 
that he has read the foregoing protest and is fam ilia r w ith the statements 
therein contained; and that the facts are true to the best of his knowledge, 
information and belief.
John Doe
SW O RN  TO  A N D  SU BSC R IBED  
before me th is day
of , 195 .
Notary Public
The above protest was prepared by the undersigned, ________________________
agent for the above-named taxpayer, who is
informed and believes that the facts contained therein are true, although he 
does not know the facts of his own knowledge.
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Conferences Appellate Division
C onferen ces in  the A p p e lla te  D iv is io n  are a v a ila b le  u n d er  the fo llo w in g  
circum stances:
1. After filing a protest. Such actions are termed nondocketed cases.
2. After filing a petition with the T ax Court. Such actions are termed docketed 
cases.
Nondocketed Coses
U p o n  filin g  o f a protest, the D irector  o f  In tern a l R ev e n u e  w ith  w h o m  
it  is filed  transm its it  togeth er  w ith  the ad m in istra tive  file to the A p p e lla te  
D iv is io n . T h e  case th en  is referred  to the con feren ce section  w here a 
h ea rin g  w ill be arranged  b efore  a conferee. I f  the case in v o lv es a n o v e l 
or im p o r ta n t q u estio n  o f  law , the con feree  m ay requ est leg a l ad v ice  
from  A p p e lla te  C ou n sel in  p rep ara tion  o f the case for h earin g .
T h e  con feren ce p rocedu re is in fo rm a l an d  the taxpayer m ay ap pear  
w ith  or w ith o u t  rep resen ta tion  or the taxp ayer’s rep resen ta tive  m ay a p ­
pear a lon e. T h e  taxpayer or h is rep resen ta tive  a lso m ay b r in g  w h atever  
w itnesses or ev id en ce  m ay b e req u ired  for the p urpose o f  es ta b lish in g  
facts. I f  im p o r ta n t n ew  ev id en ce  b earin g  u p o n  a basic issue is presen ted  
for the first tim e, the D irector  o f  In tern a l R e v e n u e ’s Office m ay b e  
req u ested  to verify  its accuracy, since the A p p e lla te  D iv is io n  has n o  
in v estig a tio n  staff o f  its ow n.
A ll o f  the m ateria l in  su p p ort o f  the p rotest sh o u ld  b e su b m itted  to  the  
con feree  b efore the tim e o f the con feren ce. It sh ou ld  b e n o ted  th at th is  
D iv is io n  has m ore a u th or ity  than  the grou p  ch ief, an d  therefore an  even  
greater o p p o r tu n ity  is afforded for com p ro m isin g  d ifferences. U n less  there  
is a g o o d  reason  for the taxpayer to b e p resen t, it  is u su a lly  ad v isab le  for  
the C P A  to  ap pear a lon e . S h o u ld  any q u estion s arise r e q u ir in g  a d d itio n a l 
in fo rm a tio n  from  the taxpayer, in  h is absence a m p le  tim e w ill  be afforded  
to  stud y these q u estion s an d  p rep are fu ll an d  con sid ered  answ ers. It  
is n o t  u n u su a l for m atters to  arise at the con feren ce w h ich  req u ire  
a d d it io n a l p roo f or study an d  furth er conferences.
T h e  co n feree’s fu n c tio n  is to  se ttle  cases an d  correct m istakes m ad e by  
th e  D irec to r ’s office. T h e  m ost p o te n t type o f  argu m en t is o n e  th a t rests 
o n  the C om m iss ion er’s p o sit io n  as set forth  in  ru lin gs or reg u la tio n s or 
acq u iescen ces to T a x  C ourt d ecision s. I f  these su p p ort the taxp ayer’s 
co n ten tio n , they w ill be recogn ized  by the conferee. I f  the q u estion s in ­
v o lv ed  are factual, the con feree freq u en tly  w ill  rely  u p o n  the e x a m in in g  
officer, u n less the taxpayer can estab lish  clearly  th at the officer is w rong.
T h e  p rob lem s an d  issues are d iscussed  th o ro u g h ly  and, in  the ev en t th at  
com p rom ise p o ss ib ilit ie s  ex ist, the taxpayer m ay su b m it a p rop osa l for  
fina l d isp o s itio n  o f  the case. A fter  con sid era tion  o f  the prop osa l, the  
taxpayer w ill b e ad vised  e ith er  at the con feren ce or after study o f  the  
case w h eth er  the con feree w ill recom m en d  accep tance. I f  the con feree
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is w ill in g  to recom m en d  settlem en t, the taxpayer is req u ired  to sign  an  
agreem en t form  w h ich  then  ap proved  by the co n feree’s superior, w ill 
close the case. I f  n o  agreem en t is reached , a form al n o tice  o f d efic ien cy  
(90-day letter) w ill  be issued.
Docketed Coses
F urth er se ttlem en t o p p o r tu n it ie s  by m ean s o f con feren ce are afforded  
taxpayers after cases are in  the T a x  C ourt.
I f  the case has n o t b een  con sid ered  prev iously  by the A p p e lla te  D iv is io n  
as the resu lt o f  a protest, the taxpayer w ill be in v ited  to discuss se ttlem en t  
p ossib ilit ie s . In  the even t that the case was con sid ered  p rev iou sly  in  non- 
d ock eted  status, se ttlem en t n eg o tia tio n s  u su a lly  o r ig in a te  w ith  the tax ­
p ayer b u t n everthe less a con feren ce w ill be granted . A n o th er  con feren ce  
o p p o r tu n ity  m ay occur w h en  represen ta tives o f the taxpayer an d  go v ern ­
m en t m eet for the p u rp ose  o f en ter in g  in to  a s t ip u la tio n  o f facts for trial 
purposes.
S h ou ld  the p rop osed  se ttlem en t be accep ted , the case w ill  be closed  
by stip u la tio n  filed  in  the T a x  C ourt. In  d ock eted  cases, se ttlem en t re­
q u ires the ap p rova l o f n o t  o n ly  the A p p e lla te  D iv is io n  b u t a lso  the  
ap p rova l o f  D istr ic t C oun sel, w h o  is the attorney  for the C om m iss ion er  in  
the T a x  C ourt.
Formal Notice of Deficiency — 90-Day Letter
E x cep t in  the case o f a jeop ard y  assessm ent, the C om m iss ion er  is p ro ­
h ib ite d  from  m a k in g  an  assessm ent o f in co m e tax  d eficien cies or from  
p ro ceed in g  for co lle c tio n  th ereo f u n t il  the ex p ir a tio n  o f  n in e ty  days 
from  the d ate  o f  the issuan ce by registered  m a il o f  a form al n o tice  to the  
taxpayer. T h is  is n o t an  ad m in istra tiv e  req u irem en t b u t is sta tu tory  in  
nature . W ith in  the 90-day p eriod , the taxpayer m ay file a p e tit io n  to the  
T a x  C ourt w h ich  w ill d elay  assessm ent u n til final d e term in a tio n  o f  the  
issue by that C ourt.
Jeopardy Assessments
U n d er  e x c ep tio n a l circum stances, the C om m iss ion er  m ay m ake an  im ­
m ed ia te  assessm ent o f  in co m e tax  d efic ien cies w ith o u t the d elay  en ta iled  
in  the issuan ce o f  a form al n o tice  o f  d eficiency . Such  assessm ents are 
term ed  “ Jeopardy A ssessm ents.”
If the C om m iss ion er  b e lieves that co llec tio n  m ay be jeop ard ized  by  
delay, h e m ay m ake a jeop ard y  assessm ent. W h en  a jeop ard y  assessm ent 
is m ad e b efore the issuan ce o f  a form al n o tice  o f d efic ien cy  the C om ­
m ission er  m ust, w ith in  s ix ty  days, issue the n otice . T h e  taxpayer m ay  
th en  file a p e t it io n  for red eterm in a tio n  to the T a x  C ourt ju st as in  the  
case o f the u su a l 90-day le tter . H ow ever, the p roced u re for co llec tio n  
differs from  the ord in ary  case in  that co llec tio n  o f the tax is n o t  stayed  
p e n d in g  final a d ju d ica tio n  in  the T a x  C ourt.
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Stay o f co lle c tio n  o f a jeop ard y  assessm ent m ay be o b ta in ed  by filin g  
a b o n d  w ith  the D irector  o f In tern a l R ev en u e .
T h e  use o f the jeop ard y  assessm ent is a drastic and  ex traord inary  p ro ­
cedu re exerc ised  o n ly  u n d er u n u su a l circum stances. If the taxpayer is 
u n a b le  to file a b o n d  and  stay co llec tio n , the D irector  o f In tern a l R ev en u e  
m ay seize an d  se ll the p rop erties and  assets o f  the taxpayer prior to final 
d eterm in a tio n  by the T a x  C ourt o f  the correct a m o u n t o f tax  ow in g .
Choice of Forum
T h e  taxpayer has a ltern a tives in  se lec tin g  the court in  w h ich  con tro ­
versy m ay be a d ju d ica ted . H e  has the ch o ice  o f the U n ite d  States T a x  
C ourt, the U n ite d  States D istr ic t C ourt or the C ourt o f C laim s. W h en  a 
tim ely  su it is in st itu ted  in  on e  o f  these courts, the taxpayer m ay n o t la ter  
ch an ge to an oth er .
T h e  o n ly  foru m  w h ich  w ill  hear the controversy p rior to p aym en t o f  the  
tax is the U n ite d  States T a x  C ourt. T h a t  C ourt has ju r isd ic tio n  over in ­
com e tax  controversies u p o n  p etitio n s  filed  w ith in  n in e ty  days after the  
issuance o f the form al n o tice  o f deficiency. If the taxpayer desires to take  
h is case to the U n ite d  States D istr ic t C ourt or the C ourt o f C laim s, he  
m ust pay the tax first, then  file c la im  for refu n d , an d  u p o n  d isa llow an ce , 
in s t itu te  su it. T h e  on ly  C ourt w here trial by jury m ay b e h ad  is the  
U n ite d  States D istr ic t C ourt.
T h e  im p ortan ce o f  a w ise ch o ice  o f  the foru m  in  w h ich  to seek an  ad ­
ju d ica tio n  lies partly  in  the fact th at the courts differ, in  som e respects, in  
their  v iew  o f the law . I f  there is such a d ivergen ce o n  the lega l q u estio n  
in v o lv ed  in  a p a rticu lar  case, the taxpayer sh o u ld  be so ad vised  in  order  
th at h e m ay ch oose  the cou rt w h ich  favors h is v iew . In  som e types of 
factu a l issues, a jury  m ig h t be ex p ected  to be m ore favorab le than  a jud ge. 
T h is  ch o ice  o f cou rt is a m atter that sh ou ld  be d eterm in ed  by an attorney  
w h o  has m ade a stud y o f the ap p rop ria te  tax law s and  has h ad  exp er ien ce  
in  the trial o f  cases. T h e  ch o ice  m ust b e m ad e b efore  a p e t it io n  is filed  
in  the T a x  C ourt.
Tax Court
Admission to Practice
A n y c itizen  o f the U n ite d  States, o f go o d  m ora l character and rep u te  
an d  q u a lified  to represen t others in  the p rep ara tion  an d  trial o f cases, 
m ay b e ad m itted  to practice b efore  the U n ite d  States T a x  C ourt. A ttorn eys  
at law  are a d m itted  u p o n  ap p lica tio n ; C P A s and  others are req u ired  to  
pass an  ex a m in a tio n .
Jurisdiction
T h e  T a x  C ourt has ju r isd ic tio n  over m atters in v o lv in g  in com e, estate  
an d  g if t  taxes, excess profits tax  re lie f  an d  ren eg o tia tio n  controversies. Its
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ju r isd ic t io n  over in co m e tax  m atters ex ten d s o n ly  to the years for w h ich  
th e  C om m iss ion er  has d eterm in ed  a deficiency.
W h ere  the T a x  C ourt acqu ires ju r isd ic tio n  as to  taxes for any par­
ticu lar  year, it  m ay d eterm in e  that there is a re fu n d  d u e  for th at year. 
B u t the T a x  C ou rt does n o t  h ave ju r isd ic tio n  to d ec id e  that the taxpayer  
overp a id  taxes for an y  p rior  or su b seq u en t year w h ich  m ig h t be offset 
aga in st a d efic ien cy  for the year w ith  respect to w h ich  the case arose. 
T h e  T a x  C ourt, h ow ever, m ay con sid er  tran saction s o f o th er  years in so far  
as they affect the d e term in a tio n  o f the taxes for the years over w h ich  it  
has ju r isd ic tio n .
A fter a p e t it io n  has b een  filed  in  the T a x  C ourt, the taxpayer m ay  
d esire to p ay  the asserted  d eficien cy  in  order to stop  the ru n n in g  o f in ­
terest. In  that even t, the C ourt w ill n o t  lo se ju r isd ic tio n  o f the case and  
u p o n  u ltim a te  a d ju d ica tio n  in  favor o f the taxpayer, the o verp aym en t  
w ill be re fu n d ed  w ith  in terest.
Prior Bureau Proceedings
P roceed in gs in  the B u reau  p rior to the issuan ce o f the 90-day le tter  are 
n o t a part o f the record  b efore  the T a x  C ourt. P roceed in gs in  the court 
start afresh  an d  in  the p e t it io n  the taxpayer m ay raise m atters w h ich  
w ere n o t con sid ered  p rev iou sly . T h e  C om m iss ion er  has the sam e p riv ilege .
Pleadings
T h e  T a x  C ourt, as an  in d e p e n d en t tr ib u n a l, has ad o p ted  its ow n  ru les  
o f p roced u re an d  p ractice. P lead in gs m u st con form  w ith  its ru les as to 
form  an d  con ten t.
Petition
T he proceedings in the T ax  Court are instituted by the filing of a petition by 
the taxpayer. This petition must be filed w ithin ninety days from the date of the 
issuance of the formal notice of deficiency. T he time cannot be extended by 
agreement or by the Court. The facts averred should be a complete concise 
statement of ultim ate facts which the taxpayer expects to prove, and should be 
such as would entitle the taxpayer to the relief which he seeks. Evidence and 
argument should not be contained in the petition.
Answer
T he Commissioner has sixty days from the time of the filing of the petition 
within which to file an answer. It seems to be the practice of the Commissioner 
to file general denials. He may, in his answer, raise new matters and may seek 
deficiencies larger or in addition to those asserted in the notice of deficiency.
Reply
W here the Commissioner has set forth new matters in his answer, the petitioner 
may file a reply w ithin forty-five days. If he fails to reply to new matter, the 
averments thereof, upon motion, will be taken to be admitted.
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T he petition, the answer and the reply, if any, constitute the pleadings in the 
case. After the pleadings are filed, the case is considered to be at issue and will 
be placed on the list for hearing by the clerk of the T ax  Court. The Court is 
liberal in perm itting amendments to pleadings.
Place of Hearing
T h e  T a x  C ourt is lo ca ted  in  W a sh in g to n , D .C . It con d u cts hearings in  
various c ities th ro u g h o u t the country. U p o n  requ est o f  the p e tit io n e r  the  
case w ill  b e  lis ted  for h earin g  at any city  in  w h ich  h earin gs are h e ld  
regu larly . T h is  requ est sh o u ld  b e m ade at the tim e the p e t it io n  is filed. 
In  the ev en t th at the p e tit io n e r  d oes n o t  requ est a p la ce  o f h earing , the  
C om m ission er  m ay d o  so.
Hearings on Merits
H earin gs o n  the m erits are h e ld  w ith o u t  a jury an d  are sten o ­
grap h ica lly  reported . T h e  in tr o d u c tio n  o f ev id en ce  is form al and  ru les  
o f ev id en ce  are ob served  strictly . E x cep tio n s sh o u ld  b e n o te d  to ru lin gs  
on  ev id en ce  w h ich  are im p o r ta n t an d  w h ich  m ig h t co n stitu te  su b stan tia l 
error. T h e  ru les o f ev id en ce  are those w h ich  w ere a p p lica b le  in  eq u ity  
p roceed in gs in  the D istr ic t o f  C o lu m b ia  b efore  the a d o p tio n  o f  the R u les  
o f C iv il P rocedure on  J u ly  16, 1938.
In  order to sh orten  an d  s im p lify  the h ea r in g  in  the T a x  C ourt, cou n sel 
for the C om m iss ion er  w ill co-op erate in  s t ip u la tin g  facts. W h en  there is 
n o  d isp u te  co n cern in g  the facts, they m ay a ll be agreed  u p on .
C are sh ou ld  be exercised  in  the p rep ara tion  o f  the s t ip u la tio n  o f facts. 
M an y cases h ave b een  lo st b ecau se o f in ep t p h raseo logy  o f the s t ip u la tio n .
Burden of Proof
T h e  d eterm in a tio n  o f the C om m issioner, as stated  in  the form al n o tice  
o f  d eficiency , is presum ed  to  be correct. T h e  b u rd en  o f  p ro v in g  o th er­
w ise is u p o n  the p e titio n er . T h e  p r in c ip a l ex cep tio n s  to  th is gen era l ru le  
re la te  to (1) issues o f fraud, (2) a p p lica b ility  o f the 5-year sta tu te o f  
l im ita tio n , and  (3) transferee lia b ility .
W h ere the 50%  fraud  p en a lty  is asserted an d  con troverted , the C om ­
m ission er  has the b u rd en  o f  e s ta b lish in g  fraud. In  case the 3-year p eriod  
o f lim ita t io n  has ex p ired  an d  the C om m iss ion er  re lies o n  th e  5-year 
p eriod , h e has the b u rd en  o f p ro v in g  a 25%  deficien cy  o f gross in com e. 
In  transferee cases, the C om m iss ion er  m ust p rove a ll re lev a n t facts ex cep t  
the lia b ility  o f the transferor taxpayer.
If  the C om m iss ion er  raises n ew  issues, n o t  covered  by h is d eterm in a tio n  
in  the n o tice  o f d eficiency , h e  has the b u rd en  o f p ro v in g  the facts to  
su sta in  h is p o s it io n  in  th at respect.
Briefs
A fter  the co n clu sio n  o f the h earing , briefs are req u ired  to  be filed  in  
form  and  co n ten t as prescribed  by the rules. U n less  o th erw ise  ord ered  by
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the C ourt, each  party  has forty-five days w ith in  w h ich  to file a brief; 
thereafter each  has fifteen  days w ith in  w h ich  to file a rep ly  brief.
A  w ell-p repared  b rie f is as im p o r ta n t as the sk illfu l trial o f  the case 
an d  the assistance o f a law yer m ay be essen tia l.
Decisions
In  each  case a w ritten  o p in io n  is ren d ered  d ec id in g  the issues in v o lv ed . 
If a co m p u ta tio n  is req u ired  in  order to ascerta in  the d eficien cy  or over­
p aym en t re su ltin g  from  the find in gs o f the C ourt, en try  o f d ec is io n  in  
accordance w ith  the o p in io n  is w ith h e ld  to p erm it the parties to  su b m it  
com p u ta tion s.
The CPA in Tax Court
P rop er rep resen ta tion  o f a taxpayer in  the T a x  C ourt requ ires k n o w l­
ed ge o f the ru les o f p lea d in g  an d  o f the ru les o f  ev id en ce, ex p er ien ce  in  
the ex a m in a tio n  an d  cross-exam in ation  o f  w itnesses an d  sk illed  advocacy. 
T h e se  are ord in a r ily  fields in  w h ich  the law yer, b u t n o t  the accou n tan t, 
has received  tra in in g  and  exp er ien ce . E x cep t in  the u n u su a l case w here  
these sk ills are n o t requ ired , it  w o u ld  best serve the in terest o f the  
taxpayer to b e represen ted  in  the T a x  C ourt by an  a ttorn ey  at law . H o w ­
ever, the C P A , if  a d m itted  to p ractice in  the T a x  C ourt, m ay properly  
associate h im se lf  w ith  a law yer in  filin g  the p e tit io n , thus p reserv in g  h is  
p o s it io n  in  the p roceed in gs.
Appeals from Tax Court
D ec is io n s  o f  the T a x  C ou rt m ay be ap p ea led  to th e  U n ite d  States C ourt 
o f A p p ea ls. T h e  p ro secu tio n  o f such  an  ap p ea l is n o t  the fu n c tio n  o f a 
C PA ; h e m ay n o t  represen t c lien ts  in  any cou rt o th er  th an  the T a x  C ourt.
Form of Agreements
Waiver of Notice of Deficiency
W h en  an a d ju stm en t is agreed  to  w ith  the office o f  a D irector  o f  
In tern a l R ev en u e , the form  u su a lly  em p lo y ed  is a w a iver  o f n o tice  of 
d efic ien cy  for the a m o u n t agreed  u p on . T h is  w a iver  is n o t  a b in d in g  
agreem en t as to the fact or a m o u n t o f  the deficiency. I t  is m erely  an 
agreem en t by the taxpayer to  w a ive  the req u irem en t that the C om m is­
s ion er  issue a 90-day le tter  an d  p erm its an  im m ed ia te  assessm ent. It does 
n o t p rev en t the C om m iss ion er  from  later asserting  a d d it io n a l defic ien cies, 
n or does it  bar the taxpayer from  seek in g  refu n d  o f  any a m o u n t w ith in  
the p eriod  o f  lim ita tio n . In  p ractice these agreem en ts are se ld om  v io la ted . 
A fter a p eriod  o f tim e, furth er  changes are barred  by the e x p ir a tio n  o f the  
p eriod  o f  lim ita tio n  and  furth er controversy is set at rest.
A fter  the w aiver is sign ed , the d eficien cy  agreed  to is d u ly  assessed an d
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a report sh o w in g  the ad ju stm ents is fu rn ish ed  to the taxpayer. E xecu tion  
an d  d elivery  o f  the w aiver stops the ru n n in g  o f in terest on  the deficien cy  
from  the d ate  o f  the assessm ent or th irty  days after the filin g  o f the  
w aiver, w h ich ever  is earlier. In terest w ill start to ru n  aga in  ten  days after  
the D irector  of In tern a l R ev e n u e  issues a n o tice  o f assessm ent.
Closing Agreement
T h er e  is a p rocedu re for m ak in g  a b in d in g  se ttlem en t o f tax  lia b ility . 
T h e  code au th orizes the C om m ission er  o f In tern a l R ev en u e  to en ter in to  
a w ritten  agreem en t re la tin g  to the tax lia b ility  o f any taxpayer for any  
year or re la tin g  to o n e  or m ore item s en ter in g  in to  such  tax lia b ility . T h e  
C om m ission er  has d e leg a ted  this au th ority , w ith  respect to tax lia b ility  for  
past years, to the A ssistan t D istr ic t C om m issioners, A p p ella te .
U p o n  ap p rova l o f th is agreem en t by the Secretary, U nder-Secretary, or 
A ssistan t Secretary o f the T reasu ry , the agreem en t is b in d in g  and  co n ­
c lu sive  in  the absence o f fraud. A  c lo sin g  agreem en t is d iscretion ary  and  
p receded  by a len g th y  process o f review . D u e  to the len g th  o f tim e re­
q u ired  to effect such  agreem en ts an d  the re lu ctan ce o f the B u reau  to m ake  
them , they are se ld om  used.
Modified Waiver of Notice of Deficiency
W h ere  an agreem en t is reach ed  w ith  the A p p e lla te  D iv is io n  in  cases 
w h ich  h ave n o t b een  d ock eted  in  the T a x  C ourt, the w aiver  o f  n o tice  o f  
assessm ent, d escrib ed  prev iously , is used, ex cep t that a p rov ision  is added  
w hereby the taxpayer agrees n o t  to m ake an  offer in  com p rom ise , n o t to  
seek re fu n d  and  to  ex ecu te  a c lo sin g  agreem en t if  requ ested  by the C om ­
m ission er . T h is  m od ified  form  also  is used  occasion a lly  by the Office o f  
the D irector  o f In tern a l R ev en u e . T h e  form  as thus m od ified , prob ab ly  
has the effect o f b in d in g  the taxpayer so th at la ter h e m ay n o t seek a 
re fu n d  o f  tax  for the year in v o lv ed . It is d o u b tfu l w h eth er  the C o m ­
m ission er  is thereby restricted  from  seek in g  a d d it io n a l d eficiencies.
Refunds
If  there has b een  an overp aym en t o f in co m e tax, the first step  tow ards  
o b ta in in g  a cred it or refu n d  is to file a c la im  for re fu n d  w ith  the D irector  
o f In tern a l R ev en u e  for the d istr ic t w here the return  w as filed.
Time Limit for Filing
G en era lly  n o  refu n d  m ay be a llo w ed  un less a c la im  is filed  w ith in  
three years from  the filin g  o f the return , or tw o years from  the tim e o f  
paym ent, w h ich ever  is the la ter  date. A  return  filed b efore the d u e  d ate  
is d eem ed  to h ave b een  filed  on  the last day prescribed  for the filin g  o f the  
return. T a x e s  w ith h e ld  an d  p aym en ts o f estim ated  tax  are d eem ed  to  
h ave b een  p a id  on  the d u e d ate  o f the return  for the ta xab le  period .
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Where the period for assessment of deficiencies has been extended by 
agreement, the period within which a claim for refund may be filed is 
extended for six months after the expiration of that extended period.
T here are several exceptions to these general rules regarding the period 
within which a claim for refund may be filed. T he most im portant are:
1. If the claim is based on deductions for bad debts, or worthless securities, the 
period of limitation is seven years from the date of filing the return.
2. The period is extended to rectify inconsistent positions under the circum­
stances and within the limitations as prescribed in Section 3801 of the Internal 
Revenue Code.
3. If a claim for refund arises from the carry-back of a net operating loss, the 
time limit for filing the claim is 3 8 ½  months after the close of the year in 
which the net operating loss arose.
Form of Claim
T he Treasury D epartm ent provides a form (Treasury Form 843) which 
should be used in claiming a refund, although it is not void if the claim 
is made in other form. A separate claim should be filed for each taxable 
year.
T he claim should state the am ount sought to be refunded, and the 
grounds upon which the claim is based. If suit is subsequently brought, 
the court may restrict the taxpayer to the grounds alleged in the claim. 
New grounds cannot be asserted after the expiration of the time within 
which a claim could be filed. Hence, it is most im portant that all possible 
grounds be set forth upon which the claim might be sustained.
W here an overpayment appears in the return of an individual (either 
Form 1040 or 1040A) by reason of estimated payments or tax withheld, 
the return will operate as a refund claim if the taxpayer so signifies.
Claims for refund arising from the carry-back of net operating losses 
also may be made on Form 1139 by corporations and on Form 1045 by 
other taxpayers. T he advantage of filing on these forms is that the Com­
missioner is required to refund the tax or disallow the claim within 
ninety days of the date upon which filed. Applications on these forms 
must be filed within one year of the end of the year in which the loss was 
incurred. In  the event of disallowance, a claim may then be filed on 
Form 843.
Allowance or Rejection of Claim
In  due course the claim for refund will be considered by an examining 
officer assigned by the Director of Internal Revenue. If the return for 
the year has not been examined previously, the return  will be examined 
more thoroughly than when no refund is involved. T he procedure for 
examination and allowance of a refund claim in the field is similar to 
that for the determ ination of deficiencies. If the examining officer dis­
allows the claim or allows it only in part and the taxpayer is dissatisfied, 
a conference may be held with the group chief, protest may be filed and
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the controversy may be taken to the Appellate Division. Final decision 
on a claim for refund ordinarily is w ithin the jurisdiction of the District 
Commissioner.
If an agreement is reached, the form usually executed by the taxpayer 
is a consent to overassessment. Like the waiver of notice of deficiency, this 
consent does not constitute the allowance of a refund which is binding on 
the Government. Not until the issuance of a certificate of overassessment 
is there such formal action of the Treasury. Departm ent that assures the 
payment of a refund.
If the claim or any portion of it is finally disallowed, formal notice to 
that effect will be issued.
I t  often happens that during the examination of a return the examining 
officer determines that there is an overpayment, despite the fact that no 
claim for refund has been filed. In  such a case the taxpayer might sign 
a consent to overassessment. However, if the period of lim itation for 
filing a claim for refund should expire before the issuance of a certificate 
of overassessment, none will be issued. Hence it is im portant that timely 
claims for refund be filed despite agreements with examining officers.
Suit for Refund
No recourse may be had to the courts unless a claim for refund has been 
filed. After the expiration of six months from the time the claim was filed 
or upon formal disallowance, whichever is earlier, suit may be instituted 
in either the Court of Claims at W ashington or in the local United States 
District Court. Such suits may be m aintained only if instituted within two 
years after formal disallowance of the claim.
CPAs, as such, are not adm itted to practice in those courts and may not 
represent taxpayers in these proceedings.
Compromises
By virtue of the provisions of Section 3761 of the Internal Revenue 
Code, the Commissioner of Internal Revenue, with the approval of the 
Secretary of the Treasury or certain of his designated assistants, has 
authority to compromise any liability arising under the internal revenue 
laws, so long as the m atter has not been referred to the Departm ent of 
Justice.
Under the procedure established in the Bureau of Internal Revenue for 
the compromise of income tax liability, the first step is the filing with 
the Director of Internal Revenue of an offer on Treasury Form 656 or 
656C. T he taxpayer also must file an executed Treasury Form 433 which 
consists of detailed statements of assets and liabilities, of receipts and 
expenditures, and of resources. Where no criminal prosecution or court 
proceedings are involved, the Director, after making an appropriate ex­
am ination or investigation transfers the offer for final approval on behalf
40 T H E  CPA HANDBOOK [Ch. 21
of the Commissioner to the office of Assistant District Commissioner, 
Appellate, with his recommendation for acceptance or rejection.
A conference can be had with the Appellate office. If the offer is re­
jected, the taxpayer is so notified. On the other hand, if the head of the 
Appellate office approves the offer, it is subm itted to the District Counsel 
for approval or adverse comment. It is within the jurisdiction of the 
District Commissioner to take final action on behalf of the Government.
Where liability for the tax is fixed, the basis for a compromise rests on 
the inability or, at least, doubt of the ability of the Government to collect 
the full amount.
Fraud Cases
W hen a taxpayer is suspected of fraud or evasion, a special agent of 
the Intelligence Division will be assigned to investigate. His function is to 
investigate the facts relating to fraud, to gather and assemble the evidence 
and report whether or not fraud or a wilful attem pt to evade tax occurred 
and can be proved. If he reports that violation of the criminal provisions 
of the revenue laws can be established he recommends prosecution. If he 
finds that only civil fraud can be proved he recommends imposition of 
a 50% penalty.
During the investigation the special agent collaborates with an examin­
ing officer whose scope of activity is directed to the determ ination of the 
am ount of tax involved. W hile the investigation is pending and so long 
as criminal prosecution is under consideration, the agents will not discuss 
or seek any agreement relative to tax adjustments. They merely assemble 
facts and evidence. If the taxpayer is questioned either at his place of 
business or at the local office of the Intelligence Division, it is not for the 
purpose of amicably settling civil liability. Although he may be afforded 
an opportunity of explaining suspicious transactions, the special agent is 
primarily seeking evidence bearing on the question of fraud or evasion. 
Thus admissions and confessions of guilt often are obtained.
In case the special agent recommends prosecution, the file including 
his report and the report of the revenue agent are transmitted to the 
office of the District Counsel for consideration by Enforcement Counsel. 
If it is concluded that there is sufficient legally competent evidence to 
justify an expectation that the taxpayer will be convicted, the file is sent 
to the Departm ent of Justice at W ashington with a recommendation that 
prosecution be instituted.
In the Departm ent of Justice the case is referred to the Criminal Sec­
tion of the T ax  Division for further study and consideration. Upon 
decision to prosecute, the case is sent to the United States Attorney of the 
appropriate district for presentation to a grand jury for indictment and 
further proceedings.
This procedure for administrative consideration of the criminal phase 
of fraud cases is currently in effect. Previously, cases were subjected to
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additional processes of review in Chief Counsel’s office and routing 
through the Commissioner’s office in W ashington prior to reference to the 
D epartm ent of Justice. It is expected that the new procedure will 
eliminate delay and hasten disposition of these cases.
T he taxpayer or his representative may have conferences with Enforce­
m ent Counsel and in the Criminal T ax  Division of the Departm ent of 
Justice. At these conferences he will be afforded an opportunity to sub­
m it evidence and argument to establish that there should be no 
prosecution.
T he taxpayer has certain legal rights, among which is the right of an 
individual under the Fifth Amendment to the U nited States Constitu­
tion to refuse to incrim inate himself by production of his books and 
records or by answering questions. It is im portant that he be informed 
of his rights.
Any inform ation which the taxpayer may divulge to his attorney is 
privileged and may not be disclosed by the attorney w ithout the consent 
of his client.
On the other hand, this privilege is accorded by state law to communica­
tions between client and CPA in only twelve states * and Puerto Rico. 
In  the absence of an express United States statute providing to the con­
trary, it would appear that the admissibility of a witness’s testimony in 
a proceeding in a Federal court should be governed by the laws of the 
state in which the court is held. However, some authorities express doubt 
regarding this legal co n c lu s io n .1,2 Therefore, the admissibility of evi­
dence in the states having such laws and Federal decisions regarding their 
application in Federal cases should be examined carefully before advising 
the taxpayer that inform ation placed in the possession of the CPA is 
confidential. I t also should be noted th at the statute of several of the 
states provide that the privilege is inapplicable in situations involving 
criminal or bankruptcy proceedings. T he subject of privileged communi­
cations is more fully considered in Chapter 6 under “Legal Responsibility 
and Civil Liability.’’
Inform ation obtained by the accountant in states w ithout laws granting 
the right of privileged communication to accountants, w ithout doubt, can 
be made available as evidence against the CPA’s client. In such states the 
CPA can be compelled to produce his working papers if they are relevant 
in a criminal or civil proceeding against an individual taxpayer. He also 
can be compelled to produce such of the books, records and other papers 
of the taxpayer as are in his possession.
Although the books and records of a corporation may reveal fraud 
by its officers and even though the returns were signed by these same in­
dividuals, the records belong to the corporation and are not protected
* Arizona, Colorado, Florida, Georgia, Illinois, Iowa, Kentucky, Louisiana, Maryland, 
Michigan, New Mexico and Tennessee.
1 See references at end of this chapter.
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by the Fifth Amendment to the Constitution. These records are subject 
to subpoena even though they may incriminate the officers.
Since, however, the privilege against self-incrimination protects indi­
vidual taxpayers, the CPA must make a decision immediately when he 
suspects that an individual client may be charged with criminal viola­
tion of the revenue laws. If the taxpayer in a state in which communica­
tions to a CPA are not privileged, should admit in a conference with 
the CPA that he knew his returns were false, it is conceivable that the 
Government may obtain evidence of this admission by using the account­
an t’s testimony. Therefore, the CPA, at this point, should insist upon the 
employment of an attorney by the taxpayer.
It was for many years the policy of the Treasury Departm ent to refrain 
from recommending prosecution if a taxpayer disclosed his derelictions 
voluntarily and before an investigation had been initiated. T he interpreta­
tion of this policy raised questions which were not fully and satisfactorily 
settled. Just what constituted the initiation of an investigation and just 
when a disclosure was voluntary remained unsettled questions under 
various circumstances. It is doubtful whether there had been a uniform 
application of the policy.
A disclosure could be made by filing an amended return or giving 
written or oral notice to the Bureau. If the disclosure did not qualify 
within the meaning of the policy as interpreted by treasury officials then 
in office, the taxpayer would be prosecuted and the disclosure used as 
evidence against him.
In  January 1952, the Treasury Departm ent announced that it had 
abandoned the voluntary disclosure policy. Thereafter taxpayers may not 
expect criminal immunity by disclosing their violations.
Civil determ ination of tax deficiencies awaits disposition of criminal 
proceedings. After rejection of criminal prosecution at any stage, or upon 
disposition of indictment after plea of guilt or trial, the m atter is referred 
back to the office of the Director of Internal Revenue for determ ination 
of deficiencies.
It is evident that the interests of a taxpayer suspected of fraud or 
evasion are best served by consultation with an attorney who can advise 
him  of his rights and in whom the taxpayer may confide freely. T he 
services of a CPA also will be indispensable. This is an area in which the 
scope of the services of the accountant and the m anner in which they are 
rendered should be determined jointly by the CPA and lawyer.
OPERATING A TAX PRACTICE
Development of a Tax Department
All CPAs practicing public accounting render tax services. But the 
general public has no way of distinguishing the tax specialist from the 
general practitioner.
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Dangers of Incompetence
T he specialist is better able to analyze a complicated tax problem and 
properly advise the taxpayer. He also is better able to distinguish between 
accounting and legal questions. On the other hand, the general prac­
titioner who does not specialize in taxes and does not have the time to 
keep currently informed on tax matters may be less qualified to pass 
judgm ent on his own competence. Unless he can distinguish between the 
tax m atter that he is qualified to handle and the one that he is not, he may 
endanger the successful outcome of a case or advise the client in a manner 
that will result in adverse consequences. Therefore, the general prac­
titioner must strive at all times to keep abreast of changes in tax laws and 
all new developments.
Specialization
It has been suggested that specialization avoids the dangers of in ­
competence and is the solution to the problem. However, it is argued that 
this course may result in overspecialization and deprive the taxpayer of 
the benefit of the CPA’s experience in and knowledge of general ac­
counting matters.
Many firms conducting public accounting practices specialize through 
the medium of a tax departm ent, and since such a departm ent may con­
sist of one man, the suggested solution to the danger of incompetence is 
not limited to the larger firm.
Due to the fact that specialization in taxes is aided by a combined 
knowledge of both accounting and law, some accounting firms employ 
lawyers as well as accountants in their tax departments. T he combination 
of CPA-lawyer is ideal for tax specialization. T he subject of collaboration 
of CPAs and lawyers is discussed at considerable length in the following 
section.
Because of continual changes in the tax laws and regulations, and with 
new court decisions and rulings coming down practically every day, it is 
necessary for the accountant who desires to specialize in taxes to devote 
the greatest portion of his time to this branch of his profession. He 
will find it impossible to keep abreast of all new developments in account­
ing, auditing, systems, rulings of the Securities and Exchange Commission 
and a m ultitude of other im portant phases of public accounting and at 
the same time specialize in taxes.
T here is no formula nor prescribed method for becoming a tax speci­
alist. W ith an elementary background through tax courses previously 
taken at college and through the routine preparation of returns and 
giving advice in connection therewith, the CPA may in time be eligible 
lor specialization. From that point he should devote himself exclusively 
to the subject, and to keep current, read tax articles, T ax  Court and 
other court decisions on tax cases, and tax news letters published weekly 
or bimonthly, and also attend and participate in symposiums and tax
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forums. T he rest depends upon the individual whose competence, in the 
final analysis, will depend upon his own skill and accomplishment.
Co-operation with Lawyers 
Estate Planning
T he CPA is consulted frequently by the client concerning the planning 
of his estate; more frequently the CPA may learn that a client needing 
an estate plan has none or that a client has a plan that is outmoded and 
in need of revision. In any event, the accountant is eminently qualified 
to be of valuable assistance.
Estate planning, however, is a field that also requires the services of a 
lawyer. T he accountant’s experience with the financial affairs of the 
client and his general knowledge of finances enables him to give invalu­
able advice regarding such matters as the going concern values of interests 
in incorporated and unincorporated businesses, the value of the total 
estate and what it consists of, the availability of cash for estate and 
inheritance taxes, debts and costs of adm inistration upon death, the 
effect of gifts during lifetime and on other subjects of an accounting 
nature. On the other hand, the CPA is neither qualified nor perm itted to 
prepare the necessary legal documents nor to express an opinion on the 
legal aspects of the various questions that arise while the plan is under 
consideration. It is, therefore, ideal to combine the talents of the CPA 
and lawyer, each complementing the other.
Unauthorized Practice of Law
T he differences between the CPA and the lawyer as to their respective 
spheres in income tax practice are nearer now to solution than ever before. 
This status has been achieved through assiduous effort by leaders in both 
professions.
Although not answering every question nor solving all the problems, 
the Statement of Principles defining the proper areas of practice in 
Federal tax matters by members of the two professions has resolved many 
of the uncertainties that previously existed. T he statement was approved 
by Council of the American Institute of Accountants in May 1951 and the 
Board of Governors and House of Delegates of the American Bar Associa­
tion. It subsequently was issued jointly by the co-chairmen of the National 
Conference of Lawyers and Certified Public Accountants, together with 
three recommendations. T he text of the Statement of Principles and 
recommendations is reproduced in Appendix A.
Prior to the promulgations of the Statement of Principles an excellent 
article on the subject by Saul Levy, CPA and member of the New York 
Bar, appeared in The Journal of Accountancy.3 He analyzed the Bercu,4 
Conway,5 and Lowell Bar Association6  cases, the outcome of which he 
pointed out, was an impetus for resumption of the conference method of
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dealing with the problem. Reading the article will supply a comprehen­
sive historical background of the controversy between the two professions 
and the issues involved.
The Journal of Accountancy in its June 1951 issue reprints an article 
written by Maurice Austin, CPA and member of the New York Bar, which 
was published as part of “A Symposium on the Inter-relationships of Law 
and Accounting,” in the Iowa Law Review, W inter 1951. Although 
written before the jo in t Statement of Principles was ratified formally by 
the governing bodies of the two organizations, he predicted professional 
harmony and close co-operation between the professions. This article also 
sheds light on the controversy and the development of the difficulty over 
the years. I t should be read by all who are interested in a philosophical as 
well as practical analysis of the subject. T he author very aptly suggests 
that the function of the CPA as well as the lawyer should depend solely 
upon whether “the m atter in hand is within the bounds of his pro­
fessional competence.”
T he Statement of Principles officially recognizes the desirability of 
friendly co-operation and collaboration of lawyers and CPAs. T he lawyer 
is required to encourage clients to seek the advice of CPAs whenever 
accounting problems arise, and the CPA is required to encourage clients 
to seek the advice of lawyers whenever legal questions are presented.
T he problem at this point is to distinguish between what is an account­
ing and what is a legal question. Because many of the issues involve a 
m ixture of accounting and legal principles, it is not possible to compile a 
list of each, to be followed by members of both professions. T here are 
some legal issues that the CPA will have no difficulty in distinguishing 
from accounting questions, for instance, whether or not a man and 
woman are husband and wife, or whether a taxpayer holds title to certain 
property. T here also should be little difficulty in determ ining most 
accounting issues. Maurice Austin says in the article just mentioned:
“At the same time, the determination of income, the subject of taxation, is 
the common, everyday professional task of the certified public accountant 
and may present such aspects as inventory pricing methods (last-in-first-out, 
first-in-first-out, retail method, cost determination, actual costs, standard costs, 
cost of in-process merchandise, market price valuation, et cetera), accrual and 
installment accounting, carry-over and carry-back of net operating losses, 
depreciation, depletion and corporate distributions. The taxation of such 
income may involve such concepts as consolidated returns, taxable years of 
less than twelve months, invested capital, et cetera. All of these are concepts 
of accounting, nonetheless so because they are embodied in or modified by 
statute. Dealing with such subjects is within the basic professional competence 
of the certified public accountant and is not within the practical knowledge 
of many lawyers.
“Not only is the field permeated with the application, in varying degrees of 
complexity, of fundamental accounting concepts, but the securing and in­
terpretation of the basic factual data for determination of a taxpayer’s income 
is bound up in accounting techniques and records, the very method of keeping 
which may seriously affect tax liability.”
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CPAs should become qualified to judge the bounds of their professional 
competence. W hen they are confronted with a tax problem in which 
im portant legal questions arise, they will best serve their clients by 
recommending legal advice.
In the Statement of Principles the exclusive right is conceded to lawyers 
to prepare legal documents or to give legal interpretations concerning 
them, or to take the necessary steps to create, amend or dissolve partner­
ships, corporations, trusts, or other legal entities. On the other hand, only 
accountants may advise properly as to the preparation of financial state­
ments included in tax returns or as to accounting methods and procedures. 
By their pronouncement, these statements, although previously recog­
nized, reflect progress in the relationship between the two professions.
T he Statement also prohibits the CPA from describing himself as a 
“tax consultant’’ or “tax expert.’’ This is a step forward in professional 
conduct and should be observed carefully. Lawyers are similarly pro­
hibited by the canons of ethics of the American Bar Association from 
advertising a special branch of law practice.
Although the right of CPAs to practice before the Tax Court of the 
United States is not prohibited, it is indicated that it would be in the 
best interests of the taxpayer to seek the advice of a lawyer if further pro­
ceedings are contemplated after the issuance of a formal notice of de­
ficiency by the Commissioner of Internal Revenue. T he CPA should not 
quarrel with this restriction since the taxpayer is afforded a choice of legal 
remedies. (See section entitled “Choice of Forum ’’ for a discussion of this 
subject.)
T he subject of criminal tax investigation is the final item appearing 
in the Statement of Principles and provides that the CPA upon learning 
that his client is being specially investigated for possible criminal viola­
tions is required to advise the client to seek legal assistance. This state­
m ent also is in the best interests of the taxpayer. (See the discussion of 
this subject under “Fraud Cases.’’)
There is no doubt that the application of the Statement of Principles 
should engender a friendly spirit of co-operation between the two pro­
fessions. It provides a broad framework for co-operation under actual 
practice conditions.
Rulings
Rulings often are desirable when a client seeks assurance of the tax 
consequences of contemplated transactions concerning which there is 
some doubt. In such situations an accountant might be reluctant to advise 
h is client. In that event it would be helpful to know how the Bureau 
views the problem.
T he Commissioner of Internal Revenue issues special rulings on pros­
pective transactions. When the question is being currently litigated or
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if the Bureau does not have a settled view, it may refuse to rule.
T he request for ruling should be addressed to Assistant Commissioner, 
Technical, Technical Rulings Division, W ashington, D.C. It must be in 
writing and should state the material facts fully and accurately. T he 
names of the parties to the transaction must be given and copies of all 
relevant documents must be submitted.
T he purpose of the transaction should generally be set forth showing 
that the transaction has a business purpose and is not simply an effort 
to avoid tax.
W hen the request for ruling is submitted by a representative of the 
taxpayer it should be accompanied by a power of attorney so that com­
munications of the Bureau may be addressed to the representative.
It should be remembered that a ruling is merely an expression of the 
opinion and views of the Bureau, and is not binding. However, unless 
the facts are different from those stated in the request for ruling, the 
Bureau has abided by its rulings in the past. T he taxpayer is not bound 
by the ruling if he desires to contest the position of the Bureau.
Caution should be exercised before deciding to req uest a ruling. These 
requests are considered by the most able men in the Bureau and the 
problem raised by the taxpayer may lead to the discovery of other 
problems which arose in prior years, but which were not recognized or 
erroneously determined in the taxpayer’s favor. Further, it should be 
known that a copy of the ruling is sent to the local Director of Internal 
Revenue and will be considered when the return is examined. If the 
ruling is unfavorable to the taxpayer, the examining officer is required to 
follow the ruling.
T o  summarize, a ruling on an im portant but doubtful problem often 
is extremely desirable. However, it should not be sought w ithout careful 
consideration of the need for it and of the hazards involved in the request.
Tax Library
Every CPA who practices public accounting needs a tax library. Its 
size and composition depend upon several factors among which cost and 
intended use are the most im portant. T he general practitioner needs 
less reference material on taxes than the CPA who specializes in taxes. 
Therefore he should assemble for his library the basic minimum, plus as 
much additional tax literature as, in his judgm ent (and w ithin the lim it 
of his pocketbook) he would like to have. T he specialist has less latitude 
because his minimum requirements are greater.
From a practical point of view there can be no such thing as a complete 
library in an accountant’s office. A complete library would include not 
only everything on Federal taxes, bu t also on state and local taxes as well 
as on subjects indirectly related to taxation.
T he following list would be considered sufficiently complete to meet 
the Federal tax requirements of any CPA;
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Laws and Decisions
1. Internal Revenue Code
2. Regulations
3. Cumulative Bulletins issued by the Treasury Department
4. Published and Bound Volumes of Tax Court Decisions
5. Memoranda Decisions of Tax Court
6. Tax Decisions of United States District Courts, Court of Claims, Courts of 
Appeal, and United States Supreme Court
Reference Books
1. Mertens — Law of Federal Income Taxation
2. Montgomery — Estates, Trusts and Gifts, also Corporation Taxes
3. Kennedy — Federal Income Taxation of Estates and Trusts
4. New York University — Institute of Federal Taxation (an annual publication 
of lectures delivered at the Institute)
Loose-Leaf Services
1. Commerce Clearing House, Inc.
2. Prentice-Hall, Inc.
3. Research Institute of America
4. Rabkin & Johnson
Periodicals
1. New York University — Tax Law Review
2. Taxes — The Tax Magazine
3. The Journal of Accountancy
4. Digest of Tax Articles
5. News Letter — (at least one of those published weekly or fortnightly)
6. Law Reviews — (published by various law schools, as many as time will
permit reading)
T he minim um  requirem ent of the CPA should be one of the loose-leaf 
services which will furnish the Code, the Regulations, references to lead­
ing cases and keep him advised of new laws, rulings, decisions and 
practices. Any additional tax literature is a m atter of individual taste 
and need. But, from the foregoing list, the CPA should have little 
trouble in making a choice.
ENROLLMENT FOR ADMISSION TO PRACTICE
T o  be perm itted to represent clients before the Treasury Departm ent 
and its various divisions and subdivisions, a CPA must be adm itted to 
practice. This is accomplished upon being enrolled by the Director of 
Practice (Committee on Practice prior to January 1953.) Practice before 
the departm ent comprehends all matters connected with the presentation 
of a client’s interests, including attendance at conferences, and the 
preparation and filing of written documents and correspondence relative 
to such interests. Rendering advice and preparing returns is not con­
sidered practice before the departm ent requiring enrollment. T he rules
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of practice before the Treasury D epartm ent are contained in a document 
known as Circular 230, which is occasionally revised.
Eligibility
Certified public accountants and attorneys at law who are engaged in 
the active practice of their professions are qualified for general enrollm ent 
to practice upon a showing that they are of good character and of good 
repute. Others may be specially enrolled upon passing an examination.
N either a corporation nor a partnership nor other form of association 
may be enrolled to practice as such.
Enrolled attorneys at law are referred to as “attorneys,” while other 
enrollees are designated as “agents.”
Requirements of Enrollees
T he Regulations describe in considerable detail the conduct and Stand­
ard of ethics expected of those perm itted to practice before the D epart­
ment. T he CPA should familiarize himself with their content.
There is no distinction between the rights, powers and privileges of an 
enrolled agent and of an enrolled attorney, except that an enrolled agent 
may not prepare written instruments transferring title to real or personal 
property for the purpose of affecting Federal taxes, or advise a client as 
to the legal sufficiency of such an instrum ent or its legal effect upon the 
Federal taxes of the client.
Every claim, affidavit, written argument, brief or statement of fact pre­
pared or filed by an enrolled attorney or agent in a m atter pending before 
the Treasury Departm ent must be accompanied by a statement signed by 
such attorney or agent stating whether he prepared it and whether or not 
he knows of his own knowledge that the statements of fact contained 
therein are true.
An enrollee may not act as a notary public on any documents involved 
in a m atter in which he is appearing for a client before the Treasury 
Department. This includes returns which the enrollee has prepared or 
assisted in preparation.
Each enrolled person is required to conduct his practice in an ethical 
and professional manner. An enrolled accountant, whether certified or 
otherwise, is required to observe the ethical standards of the accounting 
profession.
Fees
Unreasonably large fees are prohibited. T he reasonableness of a fee is 
a m atter of judgm ent and often difficult of determination. In  general it 
depends upon the complexity and difficulty of the case, the time and work 
required for preparation and presentation, the am ount involved, and the 
professional standing and experience of the attorney or agent.
Partially contingent fees are permissible, provided that a substantial
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m inimum lee is to be paid, irrespective of the outcome of the case. T he 
minimum fee need not necessarily be paid in advance. A wholly con­
tingent fee is permissible only when the financial status of the client is 
such that otherwise he would not be able to obtain appropriate services.
W henever a wholly or partially contingent fee arrangement is made, an 
enrollee is required to file with the Director of Practice a statement to 
that effect, setting forth the terms of the arrangement as they relate to 
compensation.
W henever a power of attorney is filed with the Treasury Departm ent 
it must be accompanied by a statement, signed by the attorney or agent, 
stating whether a contingent or partially contingent fee arrangement has 
been made and whether a report thereof has been made to the Director 
of Practice.
Disbarment and Suspension
Refusal to comply with the rules and regulations governing practice 
before the Treasury Department, incompetence, disreputable conduct and 
deceiving or threatening a client with intent to defraud are grounds for 
suspension or disbarment.
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A pp en d ix  A
STATEMENT OF PRINCIPLES RELATING TO PRACTICE IN THE 
FIELD OF FEDERAL INCOME TAXATION PROMULGATED 
BY THE NATIONAL CONFERENCE OF LAWYERS 
AND CERTIFIED PUBLIC ACCOUNTANTS
P r e a m bl e . In our present complex society, the average citizen conduct­
ing a business is confronted with a myriad of governmental laws and 
regulations wh ich cover every phase of human endeavor and raise intricate 
and perplexing problems. These are further complicated by the tax in­
cidents attendant upon all business transactions. As a result, citizens in 
increasing numbers have sought the professional services of lawyers and 
certified public accountants. Each of these groups is well qualified to 
serve the public in its respective field. The primary function of the lawyer 
is to advise the public with respect to the legal implications involved in 
such problems, whereas the certified public accountant has to do with the 
accounting aspects thereof. Frequently the legal and accounting phases 
are so interrelated and interdependent and overlapping that they are 
difficult to distinguish. Particularly is this true in the field of income 
taxation where questions of law and accounting have sometimes been 
inextricably intermingled. As a result, there has been some doubt as to 
where the functions of one profession end and those of the other begin.
For the guidance of members of each profession, the National Con­
ference of Lawyers and Certified Public Accountants recommends the 
following statement of principles relating to practice in the field of Federal 
income taxation:
Collaboration of Lawyers and Certified Public Accountants Desirable
It is in the best public interest that services and assistance in Federal 
income tax matters be rendered by lawyers and certified public account­
ants who are trained in their fields by education and experience, and for 
whose admission to professional standing there are requirements as to 
education, citizenship and high moral character. They are required to 
pass written examinations and are subject to rules of professional ethics, 
such as those of the American Bar Association and American Institute 
of Accountants, which set a high standard of professional practice and 
conduct, including prohibition of advertising and solicitation. Many 
problems connected with business require the skills of both lawyers and 
certified public accountants and there is every reason for a close and
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friendly co-operation between the two professions. Lawyers should en­
courage their clients to seek the advice of certified public accountants 
whenever accounting problems arise and certified public accountants 
should encourage clients to seek the advice of lawyers whenever legal 
questions are presented.
Preparation of Federal Income Tax Returns
It is a proper function of a lawyer or a certified public accountant 
to prepare Federal income tax returns.
W hen a lawyer prepares a return in which questions of accounting arise, 
he should advise the taxpayer to enlist the assistance of a certified public 
accountant.
W hen a certified public accountant prepares a return  in which ques­
tions of law arise, he should advise the taxpayer to enlist the assistance 
of a lawyer.
Ascertainment of Probable Tax Effects of Transactions
In  the course of the practice of law and in the course of the practice 
of accounting, lawyers and certified public accountants are often asked 
about the probable tax effects of transactions.
T he ascertainment of probable tax effects of transactions frequently is 
within the function of either a certified public accountant or a lawyer. 
However, in many instances, problems arise which require the attention 
of a member of one or the other professions, or members of both. W hen 
such ascertainment raises uncertainties as to the interpretation of law 
(both tax law and general law), or uncertainties as to the application of 
law to the transaction involved, the certified public accountant should 
advise the taxpayer to enlist the services of a lawyer. W hen such ascertain­
m ent involves difficult questions of classifying and summarizing the trans­
action in a significant m anner and in terms of money, or interpreting the 
financial results thereof, the lawyer should advise the taxpayer to enlist 
the services of a certified public accountant.
In  many cases, therefore, the public will be best served by utilizing the 
jo in t skills of both professions.
Preparation of Legal and Accounting Documents
Only a lawyer may prepare legal documents such as agreements, con­
veyances, trust instruments, wills or corporate minutes or give advice as 
to the legal sufficiency or effect thereof, or take the necessary steps to 
create, amend or dissolve a partnership, corporation, trust, or other legal 
entity.
Only an accountant may properly advise as to the preparation of 
financial statements included in reports or submitted with tax returns, 
or as to accounting methods and procedures.
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Prohibited Self-Designations
An accountant should not describe himself as a “tax consultant” or 
“tax expert” or use any similar phase. Lawyers similarly, are prohibited 
by the canons of ethics of the American Bar Association and the opinions 
relating thereto, from advertising a special branch of law practice.
Representation of Taxpayers before Treasury Department
Under Treasury Department regulations, lawyers and certified public 
accountants are authorized, upon a showing of their professional status, 
and subject to certain limitations as defined in the Treasury rules, to 
represent taxpayers in proceedings before that department. If, in the 
course of such proceedings, questions arise involving the application  
of legal principles, a lawyer should be retained, and if, in the course of 
such proceedings accounting questions arise, a certified public accountant 
should be retained.
Practice before the Tax Court of the United States
Under the T ax Court rules nonlawyers may be admitted to practice. 
However, since upon issuance of a formal notice of deficiency by the 
Commissioner of Internal Revenue a choice of legal remedies is afforded 
the taxpayer under existing law (either before the T ax Court of the 
United States, a United States District Court, or the Court of Claims), it 
is in the best interests of the taxpayer that the advice of a lawyer be sought 
if further proceedings are contemplated. It is not intended hereby to 
foreclose the right of nonlawyers to practice before the T ax Court of the 
United States pursuant to its rules.
Here also, as in proceedings before the Treasury Department, the tax­
payer, in many cases, is best served by the combined skills of both lawyers 
and certified public accountants, and the taxpayers, in such cases, should 
be advised accordingly.
Claims for Refund
Claims for refund may be prepared by lawyers or certified public 
accountants, provided, however, that where a controversial legal issue is 
involved or where the claim is to be made the basis of litigation, the 
services of a lawyer should be obtained.
Criminal Tax Investigations
When a certified public accountant learns that his client is being 
specially investigated for possible criminal violation of the Income T ax  
Law, he should advise his client to seek the advice of a lawyer regarding 
his legal and constitutional rights.
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Conclusion
This Statement o f Principles should be regarded as tentative and subject 
to revision and amplification in the light of future experience. The  
principal purpose is to indicate the importance of voluntary co-operation 
between our professions, whose members should use their knowledge and 
skills to the best advantage of the public. It is recommended that joint 
committees representing the local societies of both professions be estab­
lished. Such committees might well take permanent form as local con­
ferences of lawyers and certified public accountants patterned after this 
conference, or could take the form of special committees to handle a 
specific situation.
Recommendations
1. T hat local bar associations and local societies of certified public 
accountants, if they have not already done so, should be requested to 
establish co-operating committees or local conferences of lawyers and 
certified public accountants patterned after the national conference.
2. That local bar associations should be encouraged to discuss with the 
local co-operating organization of certified public accountants any com­
plaint against a nonlawyer involving tax practice whether the individual 
concerned was a certified public accountant or not. Likewise, local CPA 
societies should be encouraged to discuss with the local bar associations 
any complaints against lawyers whether or not they are members of the 
local bar association.
3. That the local organizations of both professions be invited to refer 
any problems in this area to the National Conference of Lawyers and 
Certified Public Accountants, either in situations in which no local co­
operating organization had as yet been established, or in situations in 
which the local co-operating organizations are unable to reach agreement.
In the case of complaints that a member of one of the two professions 
was engaging in practices which were properly the prerogative of the other 
profession, the conference recommended the following:
1. Receipt of the complaint.
2. Reference of the complaint to the representatives of the profession of which 
the individual who is the object of the complaint is a member.
3. If action satisfactory to the complainant is not taken, consideration of the com­
plaint by the local committee or conference of lawyers and CPAs with a hear­
ing afforded to both sides.
4. Recommendations for settlement by local conference.
.5. Reference to national conferences if recommendations by local conferences 
are not accepted by both sides.
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DEV ELO PM EN T OF A C C O U N T IN G  SYSTEMS
Accounting Systems and the Independent 
Public A ccountant
The Need for Accounting Systems. The Part of the Independent Public 
Accountant in Developing Systems. Client Relations.
Installing N ew Systems — Encompassing the Problem
Preliminary Survey (Basic Parts of Preliminary Survey: Planning and 
Starting the Survey; Working Papers of a Preliminary Survey: The 
Survey Report; Analysis and Rearrangement of Survey Data). Deter­
mining the Business Problems and the Controls Needed (Development 
of Specific Controls; Factors to Consider; Control Methods for Small 
Business; System Should Provide for Protection). Determining Which 
Reports Will be Useful and Used (Outlining Each Proposed Report; 
Principles of Control Reports; Client Approval of Proposed Reports).
Installing N ew Systems — Parts and T ools of a System
Classification of Accounts (Basic Sources of Information; Function of 
Accounts; Purposes of Classification; Practical Approach; Principles and 
Considerations: Avoiding Useless Detail; Industry Practices or Require­
ments). Books, Records and Forms (Origin of Accounting Entries; 
Transactions Which are Not Usually Entered in Accounts; Classifica­
tion of Accounting Records; Importance of Proper Recording of 
Original Transactions; Caution in Use of Data from Original Docu­
ments: Forms and Their Flow; Effectiveness of Forms is Related to 
Flow of Work; Choosing the Form; Designing the Form). Mechanical 
Aids (Classifications of Mechanical Equipment; Selection of Equip­
ment; Considerations in Choosing Equipment). Commercially Pre­
pared Forms and Systems (Standard Forms; Advantages of Standard 
Forms; Standard Systems; Disadvantages of Standard Forms or Systems). 
Manuals (Arguments Against the Use of Manuals; Reasons for Manuals; 
Need for Written Instructions; Contents of Manual; Division of 
Manual).
Making the N ew System W ork
Accounting Department Personnel (Organization of Accounting Per­
sonnel; Efficiency of Personnel). Obtaining Co-operation (Reasons for 
Nonco-operation; Considerations in Obtaining Co-operation; Methods 
of Informing Employees about New Systems; Co-operation of Non­
accounting Department Personnel). Minimizing Interruptions to the 
Business. Follow-up after Systems Installation.
System Improvement and Maintenance
Necessity for System Changes. Factors to Consider in Changing Systems. 
Suggestions Made as a Result of an Audit.
Conclusion
A ppendix
Accounting System Survey Checklist.
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CHAPTER 22
Development of 
Accounting Systems
BY C. OLIVER WELLINGTON
ACCOUNTING SYSTEMS AND THE INDEPENDENT 
PUBLIC ACCOUNTANT
The Need for Accounting Systems
Accounting systems are concerned primarily with financial and cost 
records but they may incorporate other inform ation and should serve 
more than merely financial ends. They should provide a major part of 
the essential records of business or other organizations. T heir primary 
purpose is to serve the management by providing information. In addi­
tion they must protect the business and comply with legal and other out­
side requirements.
Business records are m aintained for the following reasons:
1. Neither oral transmission of information nor memory can be relied upon 
because:
a. Transactions are too numerous and information too voluminous.
b. Information is too complex.
c. Matters are too important to be entrusted to memory.
d. Persons dealing with, or who may be required to deal with, the informa­
tion are inexperienced.
2. Information or material can be better organized when in writing.
3. Information can be exchanged which it is not practical to pass directly from 
person to person.
4. They are necessary, in order to protect the business, to comply with legal re­
quirements and the requirements of others and to provide information for 
outsiders, such as:
a. Governmental regulations, including taxes.
b. Stockholders.
c. Creditors and banks.
d. Trade associations, et cetera.
A “system” is a group of related records which may be said to differ 
from a num ber of individual records in that the information flows from 
one record to another in an organized way. A check is provided on the 
accuracy of the records, and the records as a group, rather than individ­
ually, are designed to produce inform ation in an organized form. An 
alert management does not merely want an “accounting system” or a “cost
1
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a c c o u n t i n g  s y s t e m ” as s u c h .  I t  w a n t s  t o  k n o w  w h a t  t h e  f i n a n c i a l  p o s i t i o n  
a n d  o p e r a t i n g  r e s u l t s  a r e ,  a n d  w h a t  t h e  cos ts  a r e ,  w i t h o u t  h a v i n g  to  w a i t  
f o r  t h e  i n f o r m a t i o n .  T h e  n e e d  is n o t  f o r  a c c o u n t i n g  sy s te m s  b u t  f o r  m o r e ,  
b e t t e r  a n d  q u i c k e r i n f o r m a t i o n  f r o m  t h e  a c c o u n t i n g  r e c o r d s  a t  less c o s t  
i n  o b t a i n i n g  t h e  i n f o r m a t i o n .  S m a l l n e s s  o r  s i m p l i c i t y  o f  t h e  b u s i n e s s  
d o e s  n o t  r e d u c e  t h e  n e e d  f o r  i n f o r m a t i o n  — i t  r e d u c e s  t h e  n e e d  f o r  
r e c o r d s .  T h e size a n d  c o m p l e x i t y  o f  t h e  b u s i n e s s  a n d  i ts  o r g a n i z a t i o n  w i l l  
d e t e r m i n e  t h e  v o l u m e  o f  t h e  r e c o r d s  a n d  t h e  e x t e n t  o f  t h e  a c c o u n t i n g  
sy s te m .
E x p e r i e n c e  h a s  s h o w n  t h a t  p r a c t i c a l l y  a n y  b u s in e s s ,  r e g a r d l e s s  o f  size, 
n e e d s  c e r t a i n  basic: i n f o r m a t i o n .  I n  o t h e r  t h a n  t h e  v e r y  s m a l l  b u s in e s s ,  
m o s t  o f  t h i s  i n f o r m a t i o n  s h o u l d  b e  r e c o r d e d .  O n  t h e  o p p o s i t e  p a g e  a r e  
l i s t e d  s u c h  ty p e s  o f  c o m m o n l y  r e q u i r e d  b a s i c  b u s i n e s s  i n f o r m a t i o n  as  a r e  
u s u a l l y  p r o d u c e d  b y  o r  r e l a t e d  to  a n  a c c o u n t i n g  sy s te m .  B y  a p p l y i n g  t h e  
c r i t e r i a  g i v e n  p r e v i o u s l y  f o r  r e c o r d - k e e p i n g ,  t h e  n e e d  f o r  a  r e c o r d  o r  
r e c o r d s  i n  e a c h  a r e a  c a n  b e  e s t i m a t e d  r e a d i ly .
I f  a  b u s i n e s s  l a c k s  a n y  o f  s u c h  i n f o r m a t i o n  t h e r e  p r e s u m a b l y  is r o o m  
f o r  i m p r o v e m e n t  in  t h e  m a n a g e m e n t  o r  i n  t h e  r e c o r d s .
W h e r e  r e c o r d s  a r e  l a c k i n g ,  t h e  n e e d  t h e r e f o r  m a y  b e  i n d i c a t e d  b y  
e x i s t e n c e  o f  t h e  f o l l o w i n g  c o n d i t i o n s :
1. Confusion, waste motion and obvious inefficiency.
2. Numerous errors and inaccuracies or omissions.
3. Lack of time for the executives to observe regular matters concerning which 
they should be informed.
The Part of the Independent Public Accountant in Developing Systems
E v e r y  b u s i n e s s  as  i t  g r o w s  r e a c h e s  a p o i n t  w h e r e  i t  n e e d s  o r g a n i z e d  
a c c o u n t i n g  r e c o r d s .  T y p i c a l l y ,  t h e  v e r y  s m a l l  b u s i n e s s  s t a r t s  w i t h  o n l y  a 
c h e c k  b o o k  a n d  a  fe w  e s s e n t i a l  r e c o r d s . T h e n ,  w h e n  a  b o o k k e e p e r  is 
e m p l o y e d ,  a s t a n d a r d  “ t e x t b o o k ” se t  o f  r e c o r d s  w i l l  u s u a l l y  b e  i n s t a l l e d .  
A s f u r t h e r  g r o w t h  t a k e s  p l a c e ,  a  sy s te m  o f  a c c o u n t i n g  r e c o r d s  w i l l  b e  
c r e a t e d  w h i c h  fits b e t t e r  t h e  p a r t i c u l a r  c i r c u m s t a n c e s  a n d  n e e d s  o f  t h e  
b u s in e s s .  F i n a l l y  a  m o r e  o r  less c o m p l e t e  c o s t  sy s te m  ( w h i c h  m a y  o r  m a y  
n o t  b e  t i e d  i n t o  t h e  g e n e r a l  b o o k s )  w i l l  b e  d e v e l o p e d .  A t  e a c h  o f  t h e s e  
s t a g e s  t h e  i n d e p e n d e n t  a c c o u n t a n t  f o r  t h e  c o m p a n y  w i l l  h a v e  m a n y  
o p p o r t u n i t i e s  to  b e  o f  r e a l  a s s i s t a n c e  to  h i s  c l i e n t  i f  h e  is a l e r t  a n d  
w i l l i n g  to  e x t e n d  h i m s e l f  b e y o n d  h i s  r e g u l a r  a u d i t  a n d  t a x  se rv ice s .
I t  is to  a  c l i e n t ’s a d v a n t a g e  to  e m p l o y  a n  i n d e p e n d e n t  p u b l i c  a c c o u n t a n t  
f o r  d e v e l o p i n g  sy s te m s  b e c a u s e :
1. T he major part of systems work is accounting or is concerned with account­
ing, and it recpiires a knowledge of the various internal and external uses of 
accounting and the resulting figures.
2. An accounting system, whether cost, general, factory or office, must be tied 
in so that it is part of a complete whole and is capable of proof, to be sure 
that no th ing is omitted or included more than once.
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Basic Information Needed by Managements of Most Businesses
S a l e s
Sales experience
Summary of orders received.
Summary of shipments and unfilled orders.
Comparisons with previous periods.
Analyses of products, areas, customers, sources, et cetera. 
Customers and distributors
Past experience with present customers and distributors. 
Discount rates and terms for each customer.
Sales organ ization
Individual and group performances.
Production
Production personnel and organization 
Individual and group performances.
Inventory and Purchasing
Items and amounts on hand 
Raw materials.
Finished goods.
W ork in process.
Supplies.
History of past purchases
Suppliers and prices of past purchases.
Financial and Costs
Financial position 
Balance sheet.
Cash position.
Accounts and notes payable.
Accounts and notes receivable.
Projected financial position
Credit of customers and prospective customers.
Purchase and other financial commitments.
Co-ordination of sales, costs and expenses into a budget. 
Operations
Classification into useful form.
Summary of results.
Costs
Labor, material and overhead cost for each product.
Effect of changes on product costs.
3. W hile in large organizations officers or employees may be capable of de­
veloping systems, they have their daily jobs to do and usually cannot give 
sufficient time to the special work. A satisfactory system is im portant enough 
to call for the best brains and experience, and cannot be developed on a 
part-time basis by someone whose main interests are elsewhere.
T h e  a v e r a g e  p u b l i c  a c c o u n t a n t  m a y  n o t  o f t e n  h a v e  t h e  o p p o r t u n i t y  to
d e v e l o p  a n d  i n s t a l l  a  c o m p l e t e  a c c o u n t i n g  a n d  c o s t  sy s te m ,  b u t  h e  s h o u l d
8
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find many opportunities to suggest improvements. However, for a pros­
pective change in a system to be sound, it mu st fulfill in general the same 
requirements that would be applicable to a new system. Therefore, to 
be successful in improving systems, the practitioner must know his client 
and his client’s business rather thoroughly. Many practitioners are handi­
capped because they may never have had experience in operating a busi­
ness and do not appreciate the inform ation management needs concern­
ing its problems. Public accountants, because of their training, tend to 
think first of the secondary purposes of the records — protection of the 
business and compliance with legal or other outside requirements. M an­
agers of businesses usually appreciate the importance of these purposes 
but regard them as a necessary burden and not as the most im portant 
function of the records, which is to supply information for the manage­
ment.
Professional service of the independent accountant in developing ac­
counting systems calls for a different type of ability and experience than 
that required for other phases of professional accounting practice, such 
as auditing or tax service. W hile occasionally there is an individual 
partner or member of staff who can render effective service in all three 
fields of professional practice, in general the requirements of modern 
practice are so great that an individual accountant, while understanding 
the work in the other two fields, can give really effective service to clients 
in only one field. For example, the man whose field is auditing must 
understand tax practice and the development of accounting systems, but 
should call in another accountant for service to the client on taxes or 
developing a system. Similarly, a man who has specialized in tax service 
should understand auditing and the development of systems, but should 
confine his personal service to the tax field and call in associates for work 
in the other two fields. These three fields may be covered in one firm 
by separate groups of partners and staff, or an independent accountant 
may practice largely in one field and, for work in either of the other fields, 
call in other accountants or firms that have had special experience in 
such other fields.
Client Relations
Relations with clients concerning systems or management consulting 
work typically differ somewhat from the normal relationships which exist 
between the independent accountant and his client in connection with 
auditing and tax service. T he principal differences and some character­
istics of system work are summarized in the following paragraphs:
1. The code of ethics of the accounting profession prohibits not only direct and 
indirect solicitation of engagements but also encroachment upon practices 
of other accounting firms. Management consulting firms have no such 
restriction on their promotional activities and many of them actively solicit
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and compete for new business. However, a reputation for good work and 
high professional standards is more important and in fact more productive 
of new clients and new assignments than solicitation, and is just as available 
to the independent accountant as to others. Management consultants solicit 
new business usually from the executives of major companies: by sales 
letters, either general or relative to some specific problem the prospective 
client is facing; by sales literature and brochures; and by salesmen. However, 
experience indicates that “word of mouth advertising” by satisfied clients is 
by far most productive of new engagements.
2. A client or prospective client may need professional assistance for develop­
ing or modifying accounting systems for one or more of the following 
reasons:
a. To reduce costs of the system and increase its effectiveness. The present 
clerical work is too expensive or the present system is not efficient.
b. To prevent fraud.
c. To secure guidance in changes in the organization, the management or 
major policies.
d. To get professional opinion concerning changes which have already 
been proposed.
e. To secure assistance when the time or personnel of the client is not 
available to develop the prospective changes or system. In many cases the 
management or members thereof could perform this work satisfactorily, 
but they have insufficient time available and it is more important to carry 
on their daily work.
f. To provide management with the information it needs to direct and 
control the business successfully.
3. It is difficult to estimate in advance the extent of the prospective engagement 
and the cost to the client. The time required will depend largely on the 
co-operation and assistance received and this cannot be known usually 
in advance of actual experience on the particular assignment. Therefore 
it is unwise for the accountant to commit himself to a limit on the cost 
and the time required for systems work or to name a fixed fee. However, 
it is common practice to quote a fixed fee for making an initial or pre­
liminary survey which may take from a few days to a week or two. Such 
a survey should lead to recommendations covering the general objectives 
to be sought and the sequence of steps that should be followed in per­
forming the proposed work. After a survey the accountant should be able 
to make an estimate of the total cost that is reasonably accurate, assuming 
he receives the proper co-operation by the client’s officers and employees.
4. Per diem charges have been found to be the most satisfactory method of 
compensation for development of systems or management consulting work. 
Due to the nature of the work and the experience required, charges are 
substantially higher than the per diem fees for auditing. Formal contracts 
for this type of work are seldom used and agreements as to the assign­
ment are usually the result of conferences or exchanges of letters. It is 
most important, however, to have a clear understanding with the client 
as to the terms of the engagement, the extent of authority and freedom 
in the work and the exact scope of the work. Many assignments of this 
type have ended unsatisfactorily merely because the client and the pro­
fessional firm did not have a clear mutual understanding of exactly what 
was expected of each. For this reason, and for the accountant to clarify 
his own thoughts, it is well to reduce the understanding to writing.
5. The work to be done is not easy to define or determine completely. Fre­
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quently the client does not really know what he wants or needs, even 
though he may request that something fairly specific be done. It may turn 
out that something entirely different is needed. Often there is no obvious 
stopping place in the work and there always seems to be room for further 
improvement. In fact, the primary and most difficult task of system devel­
opment is determining what the problems of management are and what 
information will be necessary of useful in dealing with these problems. 
The development of procedures and forms is secondary and, while im­
portant, they must be logically fitted in to provide the information.
6. I ’he work of developing accounting systems and the approach to it are 
less standardized or uniform than those in auditing. The independent ap­
proach necessary in auditing is less important, and the attitude of the 
accountant must be constructive rather than critical. Much valuable in­
formation and assistance can be obtained from the clients’ employees if 
their co operation is sought and encouraged.
7. Many men who arc good auditors are unable to appreciate the viewpoint 
and needs of business management. To develop a practical and effective 
system, the accountant must get the “feel” of the business and know what 
information is important for efficient operation and what is relatively 
unimportant.
8. In system work the accountant is dealing with organization, methods, pro­
cedures and people, and not merely with accounts and figures.
9. The accountant must work more closely with the client’s personnel. Much 
of the mechanical work should be done by the client’s employees. They 
will have to use and live with the system in the future. Furthermore, de­
cisions reached may well affect people seriously as to job, position, responsi­
bility, pay, et cetera, and must be made only with the full knowledge and 
consent of the client. The accountant will be associated more closely with 
the managing and operating personnel than he is when conducting an 
auditing engagement.
10. In making the initial arrangements for an assignment for system work 
it is best to have the client assign one or more persons to the development 
work who will be under the direction of the independent accountant and 
will assume responsibility for helping to develop and implement the 
changes. In this way, the accountant can concentrate on the portions of 
the work which are most difficult, and delegate to his assistant from the 
client’s organization the accomplishing of many time-consuming tasks 
which can be definitely laid out. It is important that the assistant be 
consulted on all major points and kept fully advised as to the accountant’s 
reasons for the decisions which he makes, since the assistant will be enabled 
thereby to carry on the development and operation of the system intelli­
gently and with a minimum of supervision.
11. While the client usually will be able to see the results (or lack of them) 
from the accountant’s work, either oral or written progress reports arc 
advisable and it is well to have an understanding with the client in advance 
that he may stop the work at any point if he is not satisfied that sufficient 
progress is being made. For these reasons it is usually desirable to make 
arrangements in advance with the client to submit monthly bills cover­
ing the per diem charges and expenses for the work accomplished to date.
12. T he type and form of report may vary greatly as between assignments, 
and in some cases nothing may be needed beyond the progress reports 
submitted currently to the client.
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INSTALLING NEW SYSTEMS -  ENCOMPASSING THE PROBLEM
Not all system work done by public accountants involves an installa­
tion or revision of an entire system of operation and records. In  many 
cases the accountant may be called in to review merely one phase of the 
procedures. T he data which follow are directed at a major system assign­
ment, with the idea that an accountant assigned to a lesser problem 
can form his own judgm ent of the extent to which the procedures sug­
gested are applicable in his case.
Preliminary Survey
An initial or preliminary survey usually is essential in connection with 
the installation of an accounting system or other major business system.
T he purposes of the survey are: (1) to determine the need, if any, of the 
client for professional assistance; (2) to determine the nature and extent 
of the need for changes, and the objectives they should reach, and (3) to 
provide the background and foundation for subsequent work.
Often the public accountant already has available much of the data 
needed for the preliminary survey. It is unnecessary to duplicate the 
m aterial already in the m ind or in the files of the accountant when a 
client is considering systems work. However, it often is necessary to 
obtain additional data not ordinarily obtained in the course of an audit. 
T he basic questions the preliminary survey seeks to answer are:
1. How does the business and its components operate; what arc its problems, and 
their relative importance?
2. How are the problems handled and by whom?
3. W hat information, in general, is needed by the business and its executives 
to cope with these problems successfully? Is such inform ation available and 
is it actually used?
4.  W hat steps should be taken to furnish or to improve such inform ation and 
to facilitate obtaining and using it?
T he objective of the survey, in other words, is a real understanding of 
the business and how it operates, and securing enough information to 
indicate the nature and types of improvements that are needed.
Basic Parts of Preliminary Survey
T he principal general areas to be covered in the preliminary survey 
are:
1. A brief review of the history of the company and its business, its present 
position, and the general characteristics of the industry. This is background 
material and is essential to understanding the policies and decisions of the 
business. W ithout this background, the desires of the management for 
certain inform ation and the management viewpoint are difficult to under­
stand.
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2. T he important aspects of the plants, processes and products of the business. 
T he existing physical facts and limitations will be the causes of many of 
the problems of the business, and it is information concerning these prob­
lems that the accounting system and records must produce.
3. T he organization and personnel of the business. This will show the frame­
work within which, and the people by whom, the business records w ill be 
produced and used.
4. T he policies, practices and problems of the business. These are related to 
the items listed above, but they should be considered separately.
5. Present record-keeping procedures. Even though these should not be the 
basis for a new or revised system, in many cases portions of them can be 
used, or a study of them will reveal many practices and problems which 
might otherwise be overlooked and which have a direct bearing on the 
system work.
The review of the history of the company, its position in the industry 
and its general characteristics should cover these specific points:
Ownership.
Control.
Financial history.
Competitive situation.
Stability of business.
General accounting practices in the industry.
Organization.
Origin of policies, especially those that are unusual.
Important past successes or failures.
Labor relations.
The review of plants, processes and products of the business should 
cover:
Plants
General description.
Capacities and other physical limitations.
Processes
General description.
Technical limitations.
Points at which control can be exercised.
Points of inspection and measurement.
Units of measurement and their relation to costs.
R elationship of inventory to processes.
Products
General characteristics.
Logical groupings and the groupings now in use for production and 
marketing.
The review of the organization and personnel of the business should in­
clude these points:
Organization
Formal organization; positions, responsibilities, functions, relationships. 
Differences between formal and actual organization.
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How the organization functions.
Functions which are or should be performed and by whom.
Individual understanding of duties and responsibilities.
Committees and their functions and operation.
Weaknesses of the organization.
Personnel
Details of all executive and key supervisory personnel, including experience, 
salary, training, et cetera.
Complete list, in detail, of all accounting department personnel including 
the duties and responsibilities of each.
T he review of the policies, practices and problems of the business 
should cover the various topics included under the headings listed later 
in this chapter as suitable for a classification of working papers of a pre­
liminary survey. (See page 10.)
T he review of present record-keeping procedures should cover these 
items:
1. A list of books and records in use, whether these are kept formally or in­
formally. This should include a list, chart or classification of all accounts, 
together with a description of the function and operation of each record 
and account.
2. An analysis of the activity of subsidiary records and a list of the number of 
accounts in each. This involves the number of sales tickets, invoices, checks, 
time tickets, stores requisitions, and similar documents indicating the volume 
of transactions.
3. A sample of each form in use with a description of its operation.
4. A copy of each report in use with a description of how, where, and by whom 
prepared; to whom it goes, when received, and what use each recipient 
makes of it.
5. A list of names, salaries, duties, responsibilities, authority, and position of 
all personnel engaged in record-keeping activities, with a brief evaluation 
of each person.
6. A list of office machines on hand and the use made of each.
7. An analysis of the provisions for internal check and control.
8. A special review of the procedures for controlling cash, sales, purchases, 
inventories, payrolls and production.
An illustration of a checklist for use in surveying the client’s present 
record-keeping procedures is included as Appendix A to this chapter.
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Planning and Starting the Survey
Some comments regarding the planning of a preliminary survey are:
1. To avoid waste motion the survey should follow an organized plan.
2. It is important to get the client’s co-operation in obtaining information. 
There is much data that the client can furnish in written form to save time 
and cost.
3. Checklists are helpful and useful, although not a substitute for experience, 
judgment and intelligence.
4. Conferences will supply much of the information and each conference should 
be planned in advance. There are two parties to these conferences, the 
accountant and the client. The client’s personnel will be forming a judgment
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of the accountant even while giving information. It is most important that the 
accountant make a good impression as to his professional competency, good 
business sense and judgment. Such an impression must be made if the pro­
posed system is to be successful.
A suggested sequence of preliminary steps to be taken by the public 
accountant in making a survey is:
1. Have an initial brief conference with the top executive or executives. Present 
a brief outline of the survey program and arrange for introductions to other 
executives and heads of departments.
Obtain an organization chart and list of key personnel, including all who 
are expected to be interviewed.
Make a tour of the plant to obtain a general over all picture of the physical 
facilities and operations of the business.
4. Request all information which the client can provide in written form.
5. Start the round of conferences and interviews.
2.
3.
Working Papers of a Preliminary Survey
W orking papers should be set up to record all the inform ation ob­
tained in the survey. These should contain complete notes of all con­
ferences and observations and all written m aterial furnished by the client. 
T he larger the client’s organization the more im portant is an orderly 
arrangement and cross classification of the m aterial for reference in 
building a system.
A suitable prelim inary classification of working papers is:
Organization Production
General administration Purchasing
Finance Inventories
Credit Personnel
Plant Accounting
Products Control
Sales and distribution
Such a classification may have to be modified to meet the conditions 
found in a specific business. For example it might be necessary to add 
a section on Traffic or one on Payroll, depending upon the client’s business 
and the object of the survey. This classification is merely a guide to use in 
the filing and arrangement of the data as they are collected. It should 
not be confused with any outline of the results of the survey.
The Survey Report
If arrangements with the client call for a formal report on the results 
of the preliminary survey, such a report should include:
1. Weaknesses of the present situation and procedures.
2. General recommendations for correction and improvement.
3. The steps and procedures necessary to give effect to the general recom­
mendations.
Before any formal report can be made, the accountant must analyze 
the data of the preliminary survey and place the facts in logical order 
for presentation.
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Analysis and Rearrangement of Survey Data
T he survey data should be analyzed and arranged to answer the fol­
lowing:
1. What important business problems does the client face; how are they 
handled and by whom?
2. What information is needed to deal with these problems adequately; 
what information is now available and how is it used?
3. What information is lacking, inadequate or unused?
From the foregoing, tentative decisions should be made as to the steps 
that should be taken to improve the observed deficiencies. T hree pos­
sible divisions of these tentative decisions are:
1. Steps management should take, such as clarification of policies, strength­
ening of organization, changes in methods of control, standardization of 
procedures, et cetera.
2. Additional information that should be gathered and organized into reports, 
or present information that should be ignored in the future.
3. Improvements in procedures, flow of work, and methods, which should 
lead to better and more economical results.
Determining the Business Problems and the Controls Needed
T he general outline of inform ation needed for control and protection 
should be supplied by the prelim inary survey of the client’s business. 
Before considering the details of system development it is well to review 
at this point the basic elements of control. They are:
1. The measurement of results against some standard, plan or goal. The 
standard may be past performance, theoretical performance, or future 
expectations reduced to concrete terms of dollars or other units.
2. The fixing in the organization of responsibility for results and the assign­
ment of the necessary authority.
3. The designation of the action to be taken by those responsible for 
operations and expenditures.
A significant failure at any of the points above can lead to loss of 
control. All business managers use “standards” in controlling the op­
erations under their direction. These may or may not be carefully 
recorded and developed, but they exist. Control is impossible without 
some guide, plan, or standard against which results can be compared. 
Control is not a problem to be solved on paper alone. It is a hum an 
problem, to be solved by knowing what action to take. One must be 
certain that the facts and standards are relevant and significant and not 
merely a miscellaneous assortment of information.
In  a business of any size or complexity, modern management is tend­
ing to control by the principle of “management by exception.” This 
approach consists of providing routines and standards for normal oper­
ations and performance and then concentrating attention on the ex­
ceptional and out-of-line occurrences and results. Where this principle 
is used it is necessary to consider action only on those results which are 
out-of-line or unusual.
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Prerequisites to effective control are the following types of in ­
formation:
1. A statement of standards of operation and performance.
2. Reports on actual results of operation and performance.
3. A comparison of standards and results.
4. An analysis of differences between actual and standard.
Development of Specific Controls
In  order to appraise the needs for controls and the types of controls 
required, the facts and inform ation about the business should be ar­
ranged to show:
1. What is to be controlled and protected — which depends on:
a. The nature of the business.
b. The importance and controllability of each function, activity, or cost.
c. The policies of the business.
d. The susceptibility to, and consequences of, deviation from standards of 
activities, operations and functions.
2. Who will exercise control and through whom — which depends on:
a. The organizational structure of the business, with its allocation of author­
ity and responsibility.
b. The personalities of individual executives who will exercise control, and 
the methods by which they will manage.
3. How control will be exercised — which depends on:
a. The existence (or lack) of first-hand knowledge or visual contact with 
operations by those charged with management responsibility.
b. The practicality of obtaining specific information for control purposes.
c. The availability of proof or check of figures and data.
Factors to Consider
T here are very few businesses in which one over-all control is effec­
tive. In  most cases the finished product is the result of hundreds of 
separate operations. Therefore, an im portant step in securing m ana­
gerial control is to break down extensive operations into groups of 
suitable size. It is almost always desirable to have daily reports on vital 
matters of operation and costs, bu t no attem pt should be made to 
prepare daily reports in too great detail. The objective of such reports 
is to insure prom pt executive action on those matters that need cor­
rection, before excessive wastes or losses have occurred.
W hen the breakdown of operations into groups of suitable size has 
been accomplished, it is possible to apply different control procedures to 
meet the specific problems of each group. A brief discussion of some of 
these groups will illustrate some control procedures:
1. The most effective method for control of materials involves the establishment 
of standards for the quantities of materials required for each product, with 
a daily report of actual material used as compared with the standard amount. 
Dollar values are not used in most cases, but they are desirable if they do not 
involve excessive clerical labor. Waste, scrap and similar material losses also 
are reported daily as compared to standard.
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4.
5.
Similarly, procedures for the control of direct labor involve the establish­
m ent of labor standards for each product by individual operations and daily 
reports of actual, as compared with standard, direct labor time. The basic 
elements in controlling material and direct labor are the same — the com­
parison of actual with standard amounts of measurable units. T he same type 
of controls can be used for other im portant elements of costs.
Inventories should be controlled to check on reported usages, to control 
damage, deterioration, shrinkage, and pilferage, and to minimize capital 
investment. W ith many kinds of material, substantial cost errors and losses 
can arise if inventory is not controlled adequately. Closely related to the 
control of inventories are controls of the costs of receiving, handling and 
storing materials. In cases where these items involve significant costs, addi­
tional control is gained by segregating these costs rather than letting them be 
classified as “general overhead.” A further element in control of inventories 
is the m aintenance of a proper flow of materials to production to avoid 
expensive delays, change-overs or shutdowns.
Methods for controlling other costs and expenses which are only related 
indirectly to the volume of production are more varied and are less universally 
applicable. T he most satisfactory approach is through a budget, bu t the 
method and the extent to which these “overhead” items should be budgeted 
depends on the circumstances of each individual case.
Selling and distribution expenses differ from m anufacturing expenses in their 
controllability. The factors which are encountered such as custom, habit, 
government regulations, locations, et cetera, have to be accepted largely as 
found and adjustments made to conform to them, whereas in the factory 
practically all the operations can be controlled. H ence, the solution of prob­
lems of control in selling and distribution depends primarily on developing 
and making available all possible pertinent facts, statistics and information 
and relating these to the distribution problems which must be met. Although 
precise control may not be exercisable, advantage can be taken of the existing 
situations if the facts are known and clearly understood.
Control Methods for Small Business
In the use of standards for smaller businesses the accountant should 
consider what cost items, or operations, are most vital to the over-all 
efficiency and profitableness of the business. If, through the use of a 
relatively few standards, the management can be given timely informa­
tion by which to exercise control at the important points, a large part 
of the potential advantages of a more extensive and complete set of 
controls will have been achieved. A complete standard cost plan for 
the small business will incorporate in the cost accounting the use of 
standards to measure material usages, labor efficiencies and the budgets 
for overhead, but there is considerable doubt whether the results ob­
tained from a complete standard cost system in the small business are 
worth the additional effort and expense required.
System Should Provide for Protection
In addition to providing information for management control, the 
system must provide data and records necessary for protection of the
2.
3.
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business and to comply with legal and other outside requirements. T he 
objectives are:
1. To be certain that all revenues are received which should be.
2. To be certain that no expenditures are made that should not be made, and 
that none are made in excessive amounts.
3. To be certain that assets are safeguarded so that none can be lost, stolen 
or misappropriated without detection and assignment of responsibility.
To be certain that legal protection is afforded where written records can 
assist therein.
4.
T his necessary protection is provided principally by:
Records of all transactions.
Records of all assets and liabilities.
Copies of all legal documents, contracts, commitments and important corre­
spondence in which the company is concerned.
Complete tax records.
Complete insurance records.
Records of how important decisions were reached and on whose responsibility. 
Physical protection and mechanical protective devices.
Internal check and internal auditing.
Review by independent public accountants.
Determining which Reports will be Useful and Used
In general, reports are needed whenever direct observation cannot be 
relied upon for purposes of control.
T he factors to consider in deciding what reports are needed are:
1. Who needs information?
a. Each person responsible for a function, an operation, a property, or for 
supervising a group of persons.
b. The need will depend on how each individual personally carries out his 
responsibilities; how he personally manages and controls.
2. What information is needed?
a. The information needed for control, as previously developed herein.
b. No details should be included unless necessary for control. However, 
supporting details should be available on request.
3. When and how frequently is the information needed?
a. Information may be needed in case of specific operations daily, weekly or 
monthly. The timing of needs for each of the several strata of management 
is usually:
Board of Directors — monthly, or for each meeting.
Top management — a few vital statistics daily and weekly, with monthly 
summary reports of operations and groups.
Middle management — daily, weekly and monthly.
Supervisors — mostly daily, some weekly and some monthly.
b. The availability of information without excessive clerical work.
c. The existence of partial visual control where reports may be needed only 
to summarize and measure the results without giving details.
Outlining each Proposed Report
After a tentative decision has been made as to the necessity or desir­
ability of a report, an outline of its features should be made.
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This feature outline should include the following:
1. The general content and basis for the report.
2. What it is to cover.
3. To whom it is to go.
4. How recipients are expected to use the report information.
5. The time and frequency.
6. The sources of data.
7. The units of reporting.
8. The basis of comparison.
9. How each basis is to be used and comparison made.
Principles of Control Reports
Control reports to be effective and economical should have the fol­
lowing characteristics:
1. A report must be useful and used.
2. A report should be simple, accurate and adequate.
3. A report must be timely. Information must be received in time to allow for 
corrective action. The limits to timing depend on the availability of informa­
tion and the needs of the recipient of the report.
4. The purpose of the report and the individual needs of the recipients should 
control its content, design and timeliness.
5. A report must be economical. It should not cost more than the savings it 
can make or the losses it can prevent. Reports which can be made a part of 
regular routine, and can be obtained from regular accounts and data, are 
much less expensive than special reports.
6. A report must be concise. In many types of inventories and expenses, a small 
number of items will make up a very large proportion of the total value. In 
many cases no substantial accuracy will be sacrificed and much time and 
clerical effort will be saved by grouping all minor items together under one 
or a few miscellaneous categories.
Client Approval of Proposed Reports
In building a system it is essential that the client approve all reports 
which the system proposes to include. This involves conferring with 
each executive or other individual who is to receive a report to obtain 
his evaluation of the information he will receive, and his judgm ent as 
to his ability to use it. Furthermore, each report that now is made under 
the existing system and is to be discontinued must be discussed to insure 
that it is no longer needed, or that it is being satisfactorily replaced by 
a new report.
INSTALLING NEW SYSTEMS -  PARTS AND TOOLS OF A SYSTEM 
Classification of Accounts
T he process of classifying accounts arises after the determ ination of 
what the accounting system should accomplish, the reports that should 
be made, and the control procedures that should be instituted. This
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process is part of the problem of relating the basic sources of information 
to an accounting plan to produce the desired results in the form of 
adequate and useful information.
Basic Sources of Information
T he basic sources of inform ation are the original memoranda, docu­
ments or records which are the source of the bulk of business information. 
Typical detailed original records are:
Cash receipts and disbursements.
Sales invoices and records of customers. 
Purchase orders and records of vendors. 
Shipping reports.
Receiving reports.
Vendors’ invoices.
Production orders and reports.
Time tickets or reports.
Stores requisitions.
Stock records.
Salesmens’ and distributors’ reports. 
Personnel records.
Plant and equipment records. 
Financial transactions.
Credit information.
Cost estimates.
Standards.
Corporate records.
Correspondence.
Insurance and tax records.
From these basic sources inform ation is collected, computed, summa­
rized, analyzed, developed and used. T he inform ation will be used both 
for the accounting system and for statistical and other nonaccounting 
reports to management. T here exist wide variations in practice as to 
what portions of the inform ation are incorporated into the accounting 
system, what portions are used directly by management, and what facts 
serve both purposes. T here also is no practical definition as to which 
of the records constitute accounting records, since almost any of them 
may be related to and furnish inform ation that is part of the account­
ing system.
Function of Accounts
T he function of the accounts is to classify and summarize the mass 
of detailed transactions and potentially available information into con­
cise and useful monetary form without most of the accompanying details. 
Fundam ental to this aim is the classification of the accounts themselves. 
A classification of accounts may be regarded as the framework of the 
accounting system, and a good classification of accounts and accompany­
ing instructions are vitally important. However, a chart of accounts 
is a means and not an end in itself. It must serve the purposes of the 
particular business and be fitted to its particular needs.
Purposes of Classification
T he general purposes of a chart of accounts are:
1. To provide the information needed in the most usable form.
2. To express, individually, each of the important financial elements and divi­
sions of the business.
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3. To show the financial position and the results of operations in useful form, 
distinguishing between real and nominal accounts.
4. To enable useful comparison between periods and with the figures of other 
companies.
Practical Approach
A practical approach to developing an outline of the system and the 
classification of accounts is, for every item of inform ation required (as 
previously developed), to ask, “W here is the inform ation to come from?” 
and “W hat is its basic source?” From the answers, a tentative decision 
can be made as to whether it is to (1) come from the accounting system 
(general ledger, subsidiary ledger, or related supporting details, analyses 
and summaries) or (2) be developed from the basic original records.
By then asking, “W hat basic records and sources of inform ation are 
available?” decisions can then be made as to what inform ation is needed 
from the sources for (1) the accounts, and (2) other reports.
Then, by matching the inform ation required against the inform ation 
available, a more or less detailed plan can be developed as to how the 
accounting and other records should be organized to translate the basic 
details into usable inform ation for management.
Principles and Considerations
T he following are desirable principles and considerations in the prep­
aration of an account classification:
1.
2.
3.
4.
5.
6.
7.
8.
The arrangement of the accounts, both general and detailed, should be pri­
marily for convenience in use. Often, separation of a single account or 
group into several accounts or groups will facilitate organizing the work on 
such accounts.
Similar items should be grouped together or placed adjacent to each other. 
Adequate classification can eliminate the need for much analysis work and 
extra reports. In a small business with suitable account classification the 
general ledger trial balance itself without special presentation can serve as 
a very useful and economical report.
Uniformity in classifications applicable to divisions, departments, sub­
sidiaries, et cetera, is very desirable where the figures are to be compared 
or consolidated.
The accounts should be established and arranged to permit easy preparation 
of financial statements by simple grouping, directly from the trial balance 
if practicable. They should, of course, be established in accordance with 
generally accepted accounting principles.
No account should contain more than one kind of data or data unrelated 
to the account purpose. Otherwise the account balance may be a meaning­
less figure. There should be no mixed accounts.
Each type of asset, liability, income and expense should be broken down 
into components which assist in establishing control and accountability. 
Components should be selected to bring out the relationship of costs, opera­
tions and results, showing, if practicable, a segregation of variable, partially 
variable and fixed costs.
Asset and liability accounts usually should be arranged according to the
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balance sheet grouping. Operating accounts may be classified according to 
one or more of the following groups as desired when needed by manage­
ment for control purposes:
a. Responsibility or organizational group.
b. Function, purpose or activity.
c. Kind of expense or object of expense.
9. Control and subsidiary accounts are desirable in many instances because:
a. Both summary and detailed information may be needed.
b. Clerical and mechanical work is facilitated and made more flexible.
c. More specialization of effort and better training are possible.
d. Adaptation to mechanical methods is easier.
e. Detailed accounts can be located where they are most needed and used, 
away from the general ledger.
f. Special forms carrying much useful and needed nonaccounting informa­
tion can be used for various subsidiary records.
10. All types of transactions which are likely to be encountered should be con­
sidered and, if expected to recur, should be provided for so that they will be 
placed logically.
11. Figures should be provided to meet tax, governmental, legal, trade associa­
tion and other requirements of outsiders, and the accounts should conform 
to such legislation and governmental regulations as may be applicable.
12. Account titles that are self-defining should be selected carefully and show as 
exactly as possible what the accounts represent.
13. A method of coding, symbolizing or numbering the accounts is desirable in 
all but the simplest system because:
a. Time and clerical work are saved in written references to the accounts.
b. Accounts can be filed and located more quickly.
c. Mechanical sorting and tabulating are facilitated.
14. The method of account coding must:
a. Be as simple as possible and yet operate efficiently.
b. Be easy to remember and not conducive to errors.
c. Be flexible to allow for expansion and change.
15. It is desirable where the system is complex that the coding be arranged and 
organized so that it can be interpreted in itself. In other words, it should 
follow the organization of the accounting plan so that the coding alone will 
indicate the nature of an item to anyone not necessarily knowing the specific 
account covered.
16. A common error which should be avoided is making the classification of 
accounts and coding much too complicated and elaborate, particularly when 
the managers of the business have little knowledge of accounting and will 
not use the very detailed figures produced. Oversystematizing should be 
avoided.
Avoiding Useless Detail
A mistake made all too frequently by professional men in the install­
ation of accounting systems is the incorporation of refinements and de­
tails which will not be used by the management of the company. Such 
refinements may be desirable to some companies and some managers, 
but, if they will not be used effectively in a particular situation they are 
a useless expense. Many standard cost systems, otherwise sound, have 
failed for this reason alone. In general, small businesses do not have 
and cannot afford staff personnel of the caliber needed to develop, utilize
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and keep up to date a complicated accounting plan or a standard cost 
plan; nor does the management have a sufficient understanding of such a 
plan — its potentialities and limitations — to use the resulting figures 
and variances effectively in managing the business.
Industry Practices or Requirements
In  well-established industries a body of generally accepted accounting 
practices, methods and classification usually has been developed. These 
practices normally recognize the problems peculiar to the industry, but 
they do not necessarily recognize the needs and problems of any in­
dividual company in the industry. In a num ber of industries subject 
to outside regulation, the accounting methods and classifications must 
follow the system established by the regulatory body. Even in such in­
dustries there is still much room for variation in the more detailed ac­
counting and internal inform ation which is useful for purposes of 
control.
In  preparation for starting an assignment to develop and install an 
accounting system for a client it is advisable and most helpful to know 
and understand the accounting methods and classifications prevalent in 
the particular industry, but the CPA should not make the mistake of 
merely imposing the methods and classifications of an industry on a par­
ticular client just because he falls into the industry group. T he client may 
have many other problems not common to the industry. However, unless 
there is a sound reason for so doing, classification of accounts should not 
be made inconsistent with those generally prevalent in the industry.
Inform ation concerning trade or industry accounting practices or re­
quirements may be obtained from:
1. The trade association for the industry. The United States Department of 
Commerce maintains a complete list of trade associations which may be 
referred to if the client is uninformed.
2. Other companies in the industry. Many are willing to furnish such informa­
tion if approached diplomatically.
Chapter 20 of this Handbook contains much inform ation regarding 
uniform  systems of accounts for various industries.
Books, Records and Forms
In  business, accounting entries are a record of the effect of occurrences, 
acts, transactions and changes that take place and affect the business 
financially. Some record is needed of each “transaction.” Transactions 
may be with outsiders or internal, and entries usually are needed to 
record:
Exchanges of property, including cash.
Sales or receipts of service.
Compensation of employees.
Changes in legal or financial obligations.
Changes which occur with time, or periodically.
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Origin of Accounting Entries
T he usual sources of accounting entries include:
Cash receipts records — invoice or voucher stubs, duplicate receipts, regis­
ter tapes, et cetera.
Cash disbursement records — check stubs or duplicates, receipts, vouchers, 
expense reports, et cetera.
Vendors’ and other bills and invoices.
Sales invoices and credits.
Shipping or delivery reports and documents.
Receiving records or reports.
Payroll records — time sheets, labor tickets, time cards.
Material usage records or reports — requisitions.
The accounting records themselves — depreciation, insurance, other accruals, 
et cetera.
T he original records will provide much data needed for the opera­
tion of the business in addition to basic data for the accounting entries. 
In many cases the two purposes can be combined to advantage in a 
single original recording.
Transactions Which are not Usually Entered in Accounts
There are transactions with outsiders which are im portant to record 
bu t which customarily do not create an entry in the accounts — for 
example, sales orders received and purchase orders or other financial 
commitments which are not yet liabilities. All such items should be 
provided for in the system of records. In  addition, there are many kinds 
of internal “transactions” and data, such as production quantities, oper­
ating standards, et cetera, which may or may not be the source of ac­
counting entries in the cost accounts, inventory records, or elsewhere, 
depending on the circumstances and inform ation needed.
C lassification of Accounting Records
Much of the literature on accounting has classified accounting records 
into three groups: original evidence, journals and ledgers. This class­
ification does not fit much of modern efficient accounting practice, since 
actually to journalize transactions, even in specialized form, involves 
needless writing and repetition. A more accurate and current classifica­
tion would be: records of original transactions, summaries and analyses, 
and ledgers. T he details, particularly the variable details, of each trans­
action or occurrence should be recorded completely in such form as to 
facilitate recording and subsequent use. T hen these basic records are 
summarized and analyzed to produce information both for purpose of 
control and for the ledger accounts.
Importance of Proper Recording of Original Transactions
It is vital to have original transactions recorded properly, completely 
and accurately. This will not be done automatically. Organizational
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responsibility must be established and there must be check, proof and 
follow-up. Once the inform ation is recorded fully in the original entry, 
further work with the information in the accounting system should be 
more or less mechanical and routine. If this is not so there is likely to 
be confusion, need for application of judgm ent further along the line, 
and probably backtracking and waste motion. If practical, particularly 
where a large volume of transactions or items is recorded, some check of 
accuracy daily or by groups is desirable. Otherwise errors uncovered 
subsequently require much time in tracing and correcting.
Caution in Use of Data from Original Documents
Especially as concerns operational data, it is im portant to be sure 
that the measurements and units in the initial reporting are actually 
what they appear to be before use is made of such data as the basis for 
other calculations, summaries or analyses. In most plants the operating 
personnel take a practical approach to the problems of quantitative or 
qualitative measurements and will report many “measurements” which 
are actually estimates or are calculated on a “rule-of-thumb” basis. 
Sometimes the unit of measurement used in the plant has a basis dif­
ferent than the corresponding unit the accounting departm ent normally 
uses. Furthermore, there is a natural human tendency to report what 
should have been done, rather than what actually was done, unless the 
reported result is checked by some independent means. Since there may 
be a lack of equipm ent for accurate measurement such as scales, counters 
or meters or since additional labor would be necessary to actually measure 
and record, often it is not practical to obtain the accuracy desired, but 
it is im portant that the system and the reports not be built upon an 
assumption of accuracy that does not exist, and that such lack of ac­
curacy is clearly understood by the management. Reports to the m an­
agement of probable inaccuracies may resu lt in the purchase of measur­
ing equipm ent which will give not only better data but better control.
T here have been all too many cases of reports which were wrong be­
cause the basic data contained errors, omissions or distortions. An 
executive, knowing by experience that the answer shown cannot be in 
accord with the facts, will often be able to point out th at a report is 
not correct before the error has been caught by the accounting depart­
ment. Such cases cast discredit upon the accounting departm ent and 
the system.
Forms and Their Flow
From the original sources the information should flow or be proc­
essed through the system to the final reports and accounting records. 
Sometimes an original record can be used as a final record, bu t usually
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the inform ation will have to be transferred and summarized, sometimes 
by posting, although most frequently by the use of forms. Forms are an 
im portant “tool” of a good accounting system.
T he characteristics of a good form are:
1. It explains its own purpose and helps to organize the work with which it is 
concerned.
2. It standardizes the presentation of its information so that everyone familiar 
with it knows where to find items with a minimum of reading and effort.
3. It presents its information in the way most convenient and efficient for use.
4. It eliminates repetitive writing and is economical to prepare.
T he use of a form should be considered whenever inform ation is 
recorded that in content and kind is repetitive. Most accounting work 
can be organized better if it is done in connection with predetermined 
and consistent forms. Hesitation and uncertainty in work are great 
wasters of man-hours, and man-hours are much more costly than forms. 
Forms will pay for themselves and usually should be used where they 
will reduce man-hours appreciably either by speeding the writing opera­
tion or by making the job itself more efficient.
Effectiveness of Forms is Related to Flow of Work
T he work itself must be organized in order to make forms effective. 
If the flow of work cannot be made to follow a reasonably regular pat­
tern and routine a form will be of little help. On the other hand, if the 
routines are relatively fixed and definite, most of them can be handled 
with forms. Naturally, the flow of forms must be consistent with the 
organization of the record-keeping work. In many cases organization of 
the work can be rearranged, w ithout appreciable disruption, to reduce 
unnecessary duplication of handling, writing and backtracking, in con­
nection with the forms. T he  forms should pass along in the regular 
routine of the business, and in a large organization an im portant part 
of the system is a logical and effective plan for transferring the forms 
and paper work between one point and another.
Choosing the Form
T he functions and uses of a form will often indicate the type of form 
best to use — such as single, padded, several copies, m ultipart with one­
time carbons, duplicating master, or other. I t is often helpful to make 
a list, in approxim ate sequence, of each of the things a particular form 
should accomplish, and each action to be taken with respect to it and 
its information. W ith rearrangem ent and changing, such a listing will 
afford a means for selecting the type of form and num ber of copies and 
for choosing the best method and sequence of writing. Also, a flow 
chart showing the processing and movement of a form will help in 
elim inating unnecessary handling and backtracking.
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Designing the Form
In  designing and selecting forms for the accounting system the follow­
ing points should be considered;
1. A title for the form should be chosen which will indicate its purpose clearly.
2. If practical, instructions for the use of the form should be printed on the 
form itself, at least for that portion which will be written up by a number of 
persons.
3. Each copy of the form should be labeled to show its use and destination.
4. Different colors for each copy of a form or for different forms can be used 
advantageously for easy identification, but they add to the cost of the forms. 
Different colored printing is somewhat less expensive and may serve the 
same purpose.
5. Where a great variety of printed forms is involved, a simple system of 
identification and numbering of the form itself is advisable, and the date 
of each printing also should be indicated.
6. Printed prenumbering of the forms may be desirable where internal control 
is important.
7. Spaces for entry of data should be arranged in the order in which the data 
subsequently will be used.
8. Where information is to be transcribed to or from a form, it is much more 
efficient to have the information in the same sequence in both places.
9. The spacing of the areas for writing to be used should be adopted for the 
writing method to be used — whether handwritten, typewritten (either pica 
or elite), bookkeeping machine, or other.
10. As much as possible of constant and recurring information should be printed, 
so that only variable information need be written.
11. Printed choices and check boxes should be used where possible to save 
writing. Boxes for alternative choices should be placed horizontally rather 
than one above another, since, with a manifolding form used on a cylindrical 
platen, the registration of bottom copies in a vertical direction is poor.
12. Items should be lined up vertically where practical to take advantage of the 
use of tabulating stops on writing machines.
13. Headings and captions should be sufficiently descriptive so that the sub­
stance of entries can be kept to the minimum.
14. The box type of layout, having a box for each entry with the caption in 
small print along the top of the box within the entry space, saves much space 
in designing forms.
15. The filing reference on a form should be so placed that it will be most 
accessible for filing.
16. If a copy is to be mailed, the name and address should be placed in a 
position for use in a window envelope.
17. Forms should be designed when possible to use standard paper sizes in order 
to minimize paper and filing costs. The paper should be of no better quality 
than the use, filing rec|uirements and life of the form require.
18. The form must be adapted for the filing methods to be used, and often to 
the filing equipment available. Frequency of reference is one of the most 
important factors in deciding what filing method to use.
19. Margins should be allowed for the printing and writing methods to be used, 
and for binding if the form is to be filed in a binder.
20. If the form is to be filed in a binder, prepunching is advisable.
21. The use of preinserted carbons can save a great deal of time in form 
preparation and writing.
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22. Most offices have some kind of duplicating equipment which can be utilized 
economically for printing the less complicated internal forms.
23. Consideration should be given to the use of duplicating master forms when 
a number of forms for various needs are to be written, each of which will 
include the basic information of the particular transaction.
24. Standard forms are available for many purposes and if suitable are less 
expensive than those specially designed and printed.
25. Consideration should be given to ways in which an original or single writing 
can, by manifolding or duplication, serve all or several needs. Every addi­
tional copying means extra work and opportunities for errors. Common 
possible combinations are:
a. Sales order — acknowledgment — invoice — shipping orders — bill of 
lading — packing labels — packing slips.
b. Payroll — individual earnings record — paychecks.
c. Purchase order — acknowledgment — receiving department notice —stores 
record notice.
26. Consideration should be given to wh ether a copy of a form can replace some 
other form or record which will otherwise be necessary.
Mechanical Aids
T he application and the use of mechanical equipm ent present many 
and varied problems which are not easily resolved. T he selection of 
equipm ent suitable to a particular task, and the installation of the 
equipment, raise numerous q uestions of a somewhat technical nature. 
Therefore, much of this work now is delegated to specialists.
T he great range of mechanical equipment, with the various applica­
tions of such equipment, is evidenced by the large num ber of manufac­
turers whose advertisements portray both general and specific applications 
of their eq uipment. Many of these advertisements are supported by 
actual case histories of successful applications, but it should be remem­
bered that there are many misapplications made by over-zealous salesmen 
or uninformed purchasers. T he problem of determining when mechan­
ical equipm ent can be applied effectively to a given task should logically 
be assigned to the independent accountant, who has no interest in the 
sale of any equipment, and is endeavoring to be of maximum service 
to his client.
Classifications of Mechanical Equipment
In  general, mechanical equipm ent may be classified as shown below.
Each of these classes requires varying degrees of knowledge in order to
make a proper selection.
1. Those pieces of equipment such as desks, files, cabinets, copy holders, tables, 
ledger trays, et cetera, which may be classified as acces,sories. Usually this 
type of equipment will require little skill in selection or application, except 
the knowledge that such ec|uipment is available,
2. The mechanical units which perform arithmetical calculations under control 
of the operator, including calculators, adding machines, nonlisting calculators 
and certain punched card equipment. Here too, little skill or knowledge is
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required, except comparison and selection of the particular unit best suited 
to the type of calculation to be made.
3. The units which supplement manual effort, such as multiple writing equip­
ment (payroll boards), sorting equipment, edge-punch cards, et cetera. These 
are mainly specialized applications and the accountant should be familiar 
with what is available.
4. Reproducing equipment, such as spirit and gelatin duplicators, microfilm, 
copy cameras, photostat cameras, blue print machines, mimeograph, multi­
lith, offset printing and regular presses. These are special application ma­
chines and the accountant should have a knowledge of their existence and 
variety.
5. The units which record or enter data and may calculate and classify, such as 
bookkeeping machines (for accounts receivable, sales analysis, accounts pay­
able, payroll, and other uses), typewriters, certain punched card equipment 
and time clocks.
Selection of Equipment
T he accountant must base his decision as to selection of equipm ent 
on:
1. Observation of equipment and procedures in use in other offices.
2. Study of catalogs and brochures describing the equipment and its use, along 
wi th the specialized knowledge furnished by the manufacturer’s represen­
tative.
3. Study of the specific problems involved and a comparison of the methods 
then in use and the proposed use of mechanical equipment, often as pre­
sented by the manufacturer’s representative.
However, the accountant must use great care in studying the problems 
before recommending the purchase of equipment. Such study often in ­
dicates that great improvements can be made in the methods then in 
use without the purchase of any equipment. T he true comparison, 
instead of that in (3) above, should be between the methods available 
after improvements in such methods are made and the results to be 
obtained through mechanical equipment. This type of comparison often 
proves that the savings through mechanical equipm ent will not justify 
the cost of the equipment. It is by such studies and comparisons and by 
intelligent and experienced advice to the client that the professional 
service of the independent accountant demonstrates its value.
For example, there has been great extension in the use of electrically 
operated tabulating equipm ent using punched cards, n ot only for ac­
cumulating statistics bu t in some cases for preparing part of the account­
ing records. T here have been some instances where such procedures 
have been carried to extremes, resulting in very expensive and un­
economic practices. In some cases, equally satisfactory results can be 
obtained more promptly and more economically through handwritten 
records.
T he independent accountant is the one best able to study all phases 
of the problem and advise in a particular set of circumstances whether, 
in view of all factors of information desired and the speed and expense
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of operation, handw ritten records or tabulating equipm ent will be 
more efficient. One rule-of-thumb measure in this connection is that 
written records are generally more efficient and economical if the data 
to be obtained have only two uses and, on the other hand, if the data 
are in volume and have three or more uses, the tabulating equipm ent 
will be more economical. For example, if sales are to be classified only 
by types of product and by salesmen, the classified totals can usually be 
obtained more economically by m anual sorting of invoices and the use 
of adding machines. However, if sales by product, salesman, sales terri­
tory, distributor, customer, industry, and possibly other classifications 
are wanted, tabulating is the less expensive way of getting the in­
formation.
Considerations in Choosing Equipment
Choice of the type and kind of mechanical equipm ent requires the 
greatest knowledge and skill. T here are needed:
1. A full appreciation of the problem to be solved. It is usually advisable to 
first have a well-planned manual operation as the basis for decision.
2. An estimate of the volume of work to be performed, either manually or 
mechanically, including possible future volume. Also, because of the limita­
tions of mechanical equipment, a review of the timing or scheduling of various 
operations to insure that equipment will be available at the right time for 
each function.
3. A cost comparison between the manual and mechanical methods, based on the 
production rates of each, the wage or salary cost and the depreciation and 
other costs of the equipment.
4. A list of the advantages and disadvantages of each method, covering such 
points as:
a. Possible advantages of mechanical equipment:
Multiple posting in a single writing or operation, and repetitive use of 
source data (which avoids human error that is inherent when copy work 
is required)
Legibility of mechanical recording 
Automatic proofs
Uniformity and consistency in appearance and content
b. Possible disadvantages of mechanical equipment:
Cost of equipment and higher salaries for operating personnel 
Limitations in the capacity of equipment for peak periods 
Unavailability of trained personnel as operators and replacements for 
vacation or illness
Unavailability of maintenance service where the equipment is to be used.
5. Information as to the flexibility of the procedures (in manual systems per­
sonnel may be added or eliminated as needed).
6. Data as to the space required, and noise or similar annoyances.
Commercially Prepared Forms and Systems
Not all clients will approve an engagement for a complete system 
installation and the design of specially developed forms. For a small 
company with relatively few employees the accountant can devise a
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workable solution to a system problem, at a reasonable cost, by using 
certain types of commercially prepared forms and systems.
Standard Forms
Standard forms are available for practically all of the commonly used 
accounting records, such as journals, ledgers, vouchers, checks, and pay­
roll earnings records. Many of the large companies supplying forms 
distribute detailed catalogs which include specifications and photo­
graphs of the forms. T he accountant should keep in his office for ready 
reference several of these catalogs with the necessary follow-up to see 
that old copies are replaced as new catalogs are issued.
Advantages of Standard Forms
T he m ajor advantage of standard forms to the accountant engaged 
in setting up a new accounting system or revising an existing system is 
the elim ination of all of the work of specialized form design and the 
cost thereof. This may be of particular importance in the case of small 
clients. O ther advantages include the following:
1. Ready availability, as compared with the fairly long waiting period usually 
involved in the ordering of special forms.
2. A low inventory of office supplies, as compared with specially printed forms 
which usually are ordered in substantial quantities to keep the unit cost as 
low as possible.
3. Ease of changing from one standard form to another without need for 
redesign.
It will be necessary in some cases to select a standard form which does 
not exactly conform to the client’s requirements. However, the com­
monly-encountered problems of small business concerns are ordinarily 
not such as make it impossible to “make the system fit the form,” and 
the variety of forms available permits considerable range in selecting 
the most suitable type.
T he fact that one supplier does not produce all of the forms most 
adaptable to a client’s requirements may lead to a lack of uniformity as 
to color, rulings and paper grades. T he client may not be as proud 
of standard forms as of those that are specially designed, bu t this loss 
of pride will usually be offset by the difference in cost.
Standard Systems
Standard systems or sets of accounting records are available from many 
of the large printers and office equipm ent manufacturers. In  addition, 
some companies with large dealer-distributor outlets furnish standard 
systems for use by their customers. T rade associations often provide 
suggested accounting and cost accounting systems for the specific in­
dustries served, although these are usually concerned with account names 
and suggested accounting treatm ent rather than with individual forms
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and equipment. (See Chapter 20 for a listing of standard classifications 
of accounts and standard systems available.)
Of particular interest to the accountant serving small clients are the 
“lim ited” systems available for handling parts of the accounting work, 
such as payroll, accounts receivable, inventory control, accounts payable 
and cash disbursements. For example, a num ber of concerns sell a 
“pegboard” payroll system which provides for a handw ritten check, 
employee’s earnings record, earnings statement and payroll journal in 
one writing. W ith this system the purchaser receives forms which are 
more or less standard, but the names, headings, and types of deductions 
are printed to suit the particular client’s requirements, wi thin the lim ­
itations of the system.
A definite advantage of such systems is the willingness of the m anu­
facturer’s representative (salesman) to work with the accountant in 
applying the system to the client’s situation, including the development 
of the forms to be utilized. This service is usually furnished without 
charge in the hope of obtaining an order.
A standard system, whether it be a complete “package” of accounting 
records or a system limited to one phase of the work, offers a major 
advantage to the accountant in that it enables him  to serve his client at 
low cost. He can therefore devote more of his time to training the client’s 
personnel in the proper procedures and to advising the client on the 
best use of the accounting statements and reports produced by the system. 
Frequently a “package” system is the first reasonably complete set of 
accounting records to which a client is exposed, and he will have to be 
educated to the point of knowing what to expect, when to expect it, 
and what controls may be established.
Disadvantages of Standard Forms or Systems
T he disadvantages of standard forms or systems are related to their 
inflexibility. T o the extent that they do not fit the specific situation, 
some compromise must be adopted in order to perm it their utilization. 
T he seriousness of this inflexibility will, of course, influence the ac­
countant’s decision on adopting a particular form or system.
A business man may buy standard forms or a standard system as the 
result of effective presentation by a salesman of such forms or system. 
However, the business man is well advised, before making such a pur­
chase, to obtain the approval of his independent accountant, who, from 
his knowledge and experience, can give sound professional advice as to 
whether the standard forms or system will really meet the business m an’s 
needs for effective control of his business, or whether, in view of the 
kind of inform ation to be obtained and the promptness with which it 
can be presented, together with the cost of clerical work, specially de­
signed forms or a specially designed system will be not only more effec­
tive bu t more economical.
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T he most im portant consideration is adequate and prom pt informa­
tion. T he secondary consideration is to obtain such inform ation through 
the system at the minimum cost. Comparison of relative costs should 
cover not only the immediate cost of specially designed forms or a system 
as compared with standard forms or a standard system, but also the 
differences in time required to carry on the day-to-day work. Savings 
in salaries and wages over a reasonable period may be of much greater 
importance than the difference in original cost.
Manuals
T he term “m anuals” in connection with business and accounting 
systems means written instructions and explanations covering such m at­
ters as policies, organization, methods, procedures, routines, charts of 
accounts and the workings of an accounting system. Manuals are 
usually for the guidance of employees and may cover all activities in a 
company or only one or a few limited subjects. Manuals, sometimes 
called “standard practice instructions,” are effective tools available to 
the accountant in organizing and starting a new system.
Arguments Against the Use of Manuals
T he following points are sometimes argued against the introduction 
of manuals;
1. They are expensive to prepare.
2. It is difficult to keep them up to date, particularly in a small organization.
3. Many employees prefer to ask questions rather than refer to a manual.
4. The flow of work and the work itself must be well standardized.
5. If not in accord with actual practice a manual will be disregarded or be worse 
than none.
6. They limit flexibility of operation.
Reasons for Manuals
On the other hand, the reasons for the use of manuals are the ad­
vantages they offer.
They are installed:
9.
To aid supervision and save supervisory and executive time.
To standardize work and the information concerning work.
To help define and clarify authority and responsibility.
To minimize misunderstanding of instructions.
To provide a reference for all employees affected.
To aid in training new personnel.
To aid in the use of substitute personnel and increase the flexibility of per­
sonnel.
To help in maintaining figures on a consistent basis.
To aid in the installation of a new system.
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Need for Written Instructions
New procedures (not necessarily a complete manual) in any case 
should be prepared in written form by the accountant installing a system 
because:
1. They help to clarify his thinking and often bring to light faults or omissions 
in the proposed system.
2. They serve as a starting point for installation and as a reference for the 
client’s personnel in further development of the system by them.
3. They give the client a written record of what has been done.
4. They give the accountant a tangible record of his own work and reference 
material which is useful to have on file for future work.
A great deal of inform ation of value is usually collected and learned 
in the process of preparation of a manual, even if the m anual is never 
used further. In a very large organization, manuals are practically es­
sential.
Contents of Manual
A m anual should include the following, among other things:
1. A statement of its purpose and for whom it is intended.
2. Instructions showing how to use it.
3. An indication of when prepared or revised and by whom approved.
4. An indexing system which will permit adding to or deleting pages from 
individual subsections without disrupting the whole.
An accounting system m anual may include:
1. A chart of accounts.
2. Copies of forms and reports and details concerning each.
3. A description of how each account functions.
4. Descriptions of, or instructions for, individual procedures and routines, such 
as payroll preparation.
5. An organization chart, either over-all or showing a particular department 
and its relation to the others.
6. Work flow charts.
7. Duties of various positions.
8. Work schedules.
Division of Manual
One m anual may not be suitable for all levels of a large organization. 
Different manuals may be developed for operators, supervisors, and top 
management. Most manuals covering the duties of different groups 
of employees should be divided into sections, one section applicable to 
each function or group. In  this way each group will have and be con­
cerned with only its particular section, and higher authorities will have 
several sections organized together. Another practical approach is to 
write up instructions separately for various parts of a system and then 
accumulate the individual instructions with an index in one binder.
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MAKING THE NEW SYSTEM WORK 
Accounting Department Personnel
Personnel is a key factor in the success of any system installation, and 
particularly personnel of the accounting department. Good relations 
with and effective handling of the client’s accounting personnel 
demand an approach and point of view which include substantial ele­
ments of personnel management. Technical accounting proficiency is 
not enough, since an analysis of the operations of an accounting de­
partm ent is quite different from an examination of the accounts.
A sound plan of organization is fundamental. Organization includes 
designation of authority and responsibility.
Authority includes:
1. Control over the work of specified personnel.
2. Control over use of equipment, records and the preparation of reports.
3. Right to demand proper and timely flow of work from other units of 
authority.
4. Right to demand reasonable standards of performance.
Responsibility includes:
1. Specific job duties.
2. Conformance to standards of quality and time of performance.
3. Limitations on powers of decision.
4. Accountability to higher authority.
Organization of Accounting Personnel
Organizing the work of the accounting personnel may be described 
by the terms commonly used in production: scheduling, routing and
dispatching.
An ideal approach is to fit the organization to the accounting system 
— choosing suitable personnel, educating them, and supervising them. 
This involves the use of people suited by education, training, tempera­
m ent and experience to the tasks they are to perform. T he practical 
approach often requires some modifications of the ideal in order to make 
use of the talents and abilities of the persons in the organization whose 
services are available and must be used.
T he personnel functions may be defined as follows:
1. Scheduling — This term applied to the designation of the times when
tasks are to be performed or completed. It presupposes the existence of 
sufficient personnel and equipment and provision for substitutes to accom­
plish the task in the allotted time.
2. Routing work — This term applies to the designation of the flow of work from 
one operation to another and includes the persons, the times, and the places 
at which certain operations are to be performed.
3. Dispatching — This term applies to the function of passing out the work and 
includes the rearrangement of work loads or changes in instructions necessary 
to meet schedules. Scheduling and routing are planning functions, while 
dispatching is an operating or execution function.
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Efficiency of Personnel
T he degree of efficiency attained by the personnel of the accounting 
departm ent is influenced not only by the effectiveness of the accounting 
system itself, bu t also by conditions affecting morale, such as work space, 
lighting, equipment, compensation, personality, rest periods, concen­
trated work periods, special nonroutine demands, and other factors in 
the field of personnel relations. T he public accountant installing a 
system cannot always control these factors, but many times can make 
helpful recommendations regarding them.
Obtaining Co-operation
W ithout co-operation of the client’s personnel, the work of develop­
ing, changing or installing systems is made difficult, time-consuming and 
costly to the client. W ith willing co-operation and help of the client’s 
organization the task of the accountant and the working time required 
will be greatly reduced.
Reasons for Non-co-operation
Inertia and adverse reaction to change are normal and must be an­
ticipated and considered in the plans made for installing any system. 
Employees tend to fear:
1. A possible loss of jobs.
2. An additional work load.
3. Adverse reports on their performance.
4. Other unknown effects.
Employees tend to resent:
1. Interference from an outsider.
2. Disruption of present duties and routines.
Considerations in Obtaining Co-operation
Some general considerations in obtaining co-operation are:
1. The executives and employees must be “sold” the advantages of the pro­
posed changes. If they are already doing in an informal fashion the work 
that is required, which is often the case, it is well to point this out. It also is 
well to show the by-product values of better control, such as improvement in 
production as well as in accounting.
2. The accountant can help his cause by not showing a critical attitude toward 
what is presently being done. The best approach is to emphasize improve­
ments. In obtaining co-operation the importance of the attitude and person­
ality of the accountant cannot be emphasized too strongly.
3. The personnel must understand the new system and their part in it. Pride 
in their work and knowledge of their contribution to the system will assure 
its success.
4. If it is possible to obtain and use employee suggestions, co-operation is facili­
tated. However, it is not wise to elicit many suggestions and then not use 
them, unless the employees are given logical reasons why their ideas were not 
used.
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5. Changes in payroll procedures or methods are most likely to cause trouble. 
The entire working force of the client can be disturbed if such changes are 
not explained carefully and completely understood.
6. If it is possible to use some client personnel as assistants in developing and 
installing the system from the very inception of the work, the co-operation of 
the employees is often easier to obtain. Incidentally, this usually reduces the 
cost to the client by relieving the accountant of much routine work and 
enabling him to concentrate on the more difficult tasks.
7. When resentment or fear is encountered it is essential that the point of view 
and problems of the employees be understood. Their reasons must be known 
before adequate corrective measures can be taken.
8. To reduce resentment or fear to the minimum, lines of authority must always 
be followed in dealing with a client’s personnel. This is especially true in 
obtaining the co-operation of employees in other than the accounting depart­
ment.
9. Employees must be trained carefully and thoroughly in any tasks or pro­
cedures. Such training gives them confidence that they will function properly 
and not be criticized.
Methods of Informing Employees about New System
T he following methods can be used to inform employees:
1. Oral explanations given each employee individually.
2. Group meetings of all involved.
3. Meetings of supervisors in a group; they to pass on the information.
4. Written explanations and memoranda.
T he method chosen will vary with the size of the organization in which 
the system is to be installed, and with the particular problems of co­
operation anticipated. Such problems as silencing trouble makers, and 
developing a positive atmosphere in a meeting, are all relevant. A 
poorly run  meeting can do more harm than failure to hold a meeting.
Co-operation of Non-accounting Department Personnel
W ith any comprehensive accounting system it is essential to obtain 
the co-operation of employees outside the accounting department. Super­
visors of workers whose co-operation is needed must be “sold” the 
system. T he lines of authority must be followed in making explanations; 
first to executive levels, and then down to the employees whose direct 
co-operation is sought. It is usually advisable to use the accounting 
departm ent executives to help “sell” executives in other departments. 
Often it is necessary to obtain orders from top executives to achieve cross­
departm ent co-operation.
Minimizing Interruptions to the Business
During installation of a system some interruption of the business is 
unavoidable, and the problem of the accountant is to keep such in­
terruptions to a minimum. Interruptions may be caused in:
1. The flow of forms, records and reports.
2. The continuity of records.
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3. The continuity and comparability of data and information.
4. Clerical routines and schedules.
5. Organization and personnel.
6. Operations of the business.
Methods of minimizing interruptions to the business are;
1. Making changes one at a time.
2. Installing the new system parallel to the old and operating both until the 
new is satisfactorily established.
3. Making the changes all at once, choosing a time which will give a clean cut-off, 
and effecting the changes by working overtime or hiring additional tem­
porary personnel if necessary.
Factors to consider in reducing the interruptions are:
1. There should be consultation with all personnel that will be influenced by 
any interruption to determine when the least inconvenient time will be and 
the least inconvenient method to use in changing.
2. The timing of changes that influence actual production operations or other 
critical operations, such as physical inventories or payroll, should have the 
approval of the proper supervisory personnel. They should also plan for 
the event.
3. The progressive installation of a system is a possibility where there is a cycle 
of record handling, for example, where it is possible to enter new transactions 
on new forms and progressively displace old ones.
4. All documents of original entry should be converted first and be in smooth 
operation before posted records are converted.
5. It should be expected that the changes may not progress exactly as planned 
and that unexpected problems will crop up. Plans should be made in advance 
for such contingencies if they could cause serious disruptions.
Follow-up after System Installation
After the system has been installed there should be a follow-up to 
determine whether the system is achieving its purpose and operating 
efficiently. T he best approach is to look for trouble spots, rather than try 
to cover all aspects. T he most im portant points to check are:
1. Are the executives getting the information they need?
2. Do the executives receive the information promptly?
3. Do the executives understand and use the information given them?
4. Are the executives satisfied with the results?
5. Is the system operating smoothly, without overloadings, bottlenecks or poor 
flow of work?
6. Are schedules and closing dates met?
7. Is the internal check and proof satisfactory?
8. Do the personnel operating the system understand it and are they satisfied 
with it?
Co-operation of the client’s personnel is essential to effective follow-up. 
If the personnel have been adequately indoctrinated during the devel­
opm ent and installation, they can themselves do much of the necessary 
checking on the efficiency of the operation of the system.
It is im portant for the management to realize in advance that the
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operation of the system will not be perfect at first. Unexpected trouble 
spots and difficulties usually appear during the early stages of operation, 
often caused by exceptions to the normal business routines which were 
not uncovered prior to the installation. T he accountant should avoid 
being stubborn in his support of the system as it has been developed, 
because of his professional pride. He should be receptive to suggestions 
for changes if they will result in improvements. Especially with a small 
business, the most useful service that the independent accountant can 
render is to put the organization on the right track with a system which is 
basically sound and which will lend itself to further development.
SYSTEM IMPROVEMENT AND MAINTENANCE
Necessity for System Changes
Few systems are static. Continual changes must be expected and an­
ticipated. Progressive managements are always seeking more or better 
facts on which to base sound decisions. Internal and external changes 
occur which influence the system. T he original system must be reviewed 
frequently to see whether modifications, expansions or contractions are 
desirable.
T he following changes, if they occur, should be watched for any 
possible influence on the existing system:
1.
2.
3.
4.
5.
6.
7.
Changes in operations of the business.
Changes in personnel.
Changes in attitude or ability of personnel.
Changes in executive use of data.
Changes in the problems the business faces.
Changes in government, trade association or other regulations.
Changes in type of office equipment available on the market.
A demand for changes in the existing system may be expected:
1. When, through the use of reports, the executives or personnel become edu­
cated to want more data.
2. When the use of the system furnishes the basis for more complete control.
3. When the use of a report or certain information for a period of time corrects 
a situation permanently, and removes the need for continuous control.
4. When the original system involved compromises because of a situation that 
has now changed.
5. When the use of the system brings to light flaws that can be corrected, or 
improvements which can be made in procedures or control.
6. When the system has developed facts or relationships which are of a perma­
nent nature, and the expense of obtaining the information leading to such 
facts or relationship is no longer justified.
Factors to Consider in Changing Systems
In  general, changing a system involves the same problems as installing 
a new system or procedure. However, there are some special considera­
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tions. In the following list are suggestions which will serve as a general 
guide.
1. While the principles of a complete installation should be followed, only the 
pertinent portions of a complete program will be required.
2. All changes should be integrated with the existing system.
3. Small changes usually cause less trouble than large ones. People absorb 
small changes more easily, whereas large changes tend to disrupt.
4. Small changes made frequently encourage a spirit of progressiveness in the 
personnel — but changes should not be made merely for the sake of change.
5. Personnel should be encouraged to suggest changes.
6. Any changes must be understood by all concerned. This will require revi­
sions in instructions or manuals.
7. Estimates should be made of cost savings or additional costs due to such 
considerations as;
a. Changes in personnel which will result, and the effect thereof on payroll.
b. Elimination or addition of overtime.
c. Changes in the cost of forms.
d. Changes in the cost of mechanical equipment.
8. Temporary additional help may be necessary until changes are digested. At 
first the new operation will probably be slow.
Suggestions Made as a Result of an Audit
W hile conducting an audit, the independent accountant has the re­
sponsibility of reviewing the client’s system in determ ining the effect 
of the internal control on his audit program. This gives him an ex­
cellent opportunity to help his client by pointing out needs for improve­
ments in the accounting system.
W hat an independent accountant should look for in connection with 
possible system improvements are principally clues to matters which 
will bear further examination. W hile the audit schedule may permit 
only limited time for following up such matters, notes should be made 
of real or suspected potential system improvements, so that more de­
tailed studies can be made at a later date.
T here are no specific directions or formulas that will uncover flaws 
in a system or indicate methods that can be improved. T he independent 
accountant needs an alert mental attitude rather than a set of instruc­
tions. However, the list of questions to be considered during the conduct 
of an audit, given on the opposite page, may point up clues for needed 
system improvements.
CONCLUSION
T he work of the independent accountant in the development of ac­
counting systems, in order to be effective and valuable to the client, 
calls for not only the maximum of skill and experience but also for a 
greater degree of patience, and of ability to work with people, than 
is the case with other services generally rendered by independent ac-
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Questionnaire to Determine Need for Changes in Systems 
(to be reviewed as part of an audit)
Internal Control
2.
H o w  goo d  is th e  in te rn a l  co n tro l p ro v id e d  by th e  v a rio u s p a r ts  o f th e  
system? W h a t im p ro v em en ts  are  necessary o r desirab le?
A re a ll in te rn a l  co n tro l p ro c ed u re s  ac tu a lly  in  o p e ra tio n ?  D o m a jo r 
m istakes ge t by — w h ich  ones? D o m in o r  m istakes ge t by  — w h ich  ones?
Changes
1. H av e  any  a c c o u n tin g  o p e ra tio n s  w h ich  in v o lv e  d o cu m en ts  (o r sh o u ld  
in v o lv e  d o cu m en ts) b e en  changed?  A re th e re  changes in  s tan d ard s , 
u n its , costs o r o therw ise?  H av e  th e re  b e en  changes in  ro u t in e  o r  t im in g  
o f rep o rts?  H av e  th e re  b e en  changes in  form s?
H av e  th e re  b e en  any  p e rso n n e l changes th a t  rem o v e  o r set u p  obstacles 
in  th e  a cc o u n tin g  system?
A re th e re  any  new  g o v e rn m en t, tra d e  assoc ia tion  o r o th e r  reg u la tio n s?  
H av e  new  devices com e in to  th e  m a rk e t th a t  m ig h t be  used?
H av e  th e re  b e e n  any  changes in  th e  basic business p ro b lem s o f th e  
c lien t?
Evaluation of Controls Provided by the System
1. H av e  th e  execu tives ch an g ed  th e ir  a tt i tu d e s  to w ard  th e  a cc o u n tin g  o r 
co n tro l system  th a t  w ill a llow  o r  force changes?
2. A re  a ll re p o rts  b e in g  u sed  a n d  co n tro ls  ex erc ised  th a t  ju s tify  th e  com ­
p ila t io n  o f each  re p o rt?
3. D o execu tives in d ic a te  any  d esire  fo r m o re  d a ta  o r  tak e  a c tions n o t 
based  o n  re p o rte d  in fo rm a tio n ?  C o u ld  d iffe re n t re p o rts  o r  b e tte r  in ­
fo rm a tio n  e n ab le  th em  to do  a b e tte r  job?
4. A re  to p  execu tives o v e rlo a d ed  w ith  d e ta ile d  work?
General Observations
D oes a c a re fu l rev iew  of th e  system  in  o p e ra tio n  re su lt  in  any  ideas 
fo r im p ro v em en ts?
C an  th e  o rg a n iz a tio n  of any  p a r t  o f th e  w ork  be s ta n d a rd ize d  o r  im ­
proved?
Is re p e tit iv e  h a n d w r itte n  w ork  o n  re p o rts  a n d  a cc o u n tin g  reco rd s b e in g  
d o n e  w h ich  co u ld  be  p re p rin te d ?
Is a g re a t dea l of m o v in g  a b o u t in  the  office by office p e rso n n e l necessary 
in  o rd e r  to  do  th e ir  work?
D oes th e  office give an  im p ress io n  of efficiency?
A re m ech an ica l devices u sed  to  speed  u p  th e  w ork , such as: a d d in g  
m ach ines, ca lcu la to rs , d u p lic a tin g  e q u ip m e n t, a n d  so on? Is th e  office 
over-m echanized?
2.
3.
4.
5.
1.
2.
3.
4.
5.
6.
1.
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countants. T he work is exacting, and the slowness with which progress 
can be made is often discouraging, but the independent accountant 
always has the realization when doing such work that he is performing 
a service for the client that is constructive and will be of lasting value 
in enabling the client to conduct his business more efficiently and 
economically.
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Appendix A
ACCOUNTIN G SYSTEM SURVEY CHECKLIST
W hile auditing procedures and working papers can be standardized, an 
attem pt toward similar standardization in the development of accounting 
systems is likely to lead to results that are far from satisfactory to the client 
or to the independent public accountant. As stated in the text under dis­
cussion of the preliminary survey, “T he objective of the survey, in other 
words, is a real understanding of the business and how it operates, and 
securing enough information to indicate the nature and type of im­
provements that are needed.”
T he following is an illustration of a checklist that is suitable for use 
in making a survey of an accounting system if it is clearly understood that 
this deals with only part of the information required and covers primarily 
the present accounting and record keeping procedures. These fall under 
the fifth of the basic parts of a preliminary survey. T he data needed 
under each of the first four parts as listed in the chapter will vary with the 
size and type of the client’s business.
Date of Survey.
Name of Company 
Address _________
Nature of Business
Location of Plants and Branches
Average Number of Employees 
Manufacturing — direct
— indirect
— total
Administrative and Clerical 
Selling and Distribution 
Other
Totals 
Net Sales
Net Worth, End of Year
1940 1945
1
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Organization
1. Does the company have an organization chart? 
Date originally prepared
Date of latest revision
2. Is the organization chart being followed?
3. Are lines of authority defined clearly?
4. Does there appear to be internal friction?
Personnel
Name
Executive
Title or Principal Function 
President
Vice-President
Treasurer
Controller
Accounting Department
Other Clerical or Record Keeping Personnel
General Accounting
1. Upon what basis are the accounts kept?
cash_______________  accrual____ other 
2. How often are the following statements prepared? 
Balance Sheet
Statement of income and surplus 
Details of expenses by departments 
Comparison of budgets and actual results 
Other
2
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3. Do the statements indicate gross profit by products and/or depart­
ments? —
4. Do statements reflect year to date figures? --------
Figures for prior periods? --------
5. Are ledger accounts arranged in sequence so that a statement can be
taken directly from the books? --------
Secure a chart or classification of accounts and a list of the standard 
journal entries.
Secure copies or sets of each of the important forms in use and for each 
indicate the distribution and use of each copy.
Sales order Purchase order
Factory order Receiving report
Sales invoice Other
Books and Records
Journals
Number of 
Accounts
Number of 
Transactions 
per Month
Up to 
Date?
Sales journal
Sales returns and allowances
Purchase journal
Purchase returns and allowance
Cash receipts
Cash disbursements
Voucher register
Other _____________________
Ledgers
General
Private
Accounts receivable 
Accounts payable 
Raw materials 
Work in process 
Finished goods 
Consignment inventory 
Factory
Factory expense
3
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Property
Merchandise inventory
Supplies
Other
Other Records
Employee earnings record 
Insurance records 
Tax records 
Minute book
Records of production standards 
Other
General Journal
1. Are journal entries or vouchers supported by appropriate sub­
stantiating data?
Cash
1. Is accounting for cash sales adequate?
2. Is list made, by person opening mail, of checks and currency re­
ceived before they are referred to accounts receivable bookkeeper 
and is this list compared with or used for cash receipts record?
3. Are receipts deposited intact in bank daily?
4. Where branch offices make collections, are such collections de­
posited daily in local bank account subject only to home office 
withdrawal?
5. Are all checks prenumbered?
6. Is there regular procedure for checking to make certain, before 
payment, that cash discounts allowable on vendors’ invoices have 
been taken?
7. Where mechanical check signer is used, are control procedures satis­
factory?
8. Do supporting data accompany checks when they are submitted for 
signature?
9. Are supporting data canceled at time of payment to prevent sub­
sequent misuse?
10. Are transfers from one bank to another posted to general ledger 
account for cash or bank transfers?
11. Do the records provide a daily cash balance?
12. Is imprest fund system used for cash on hand?
13. Are petty cash funds restricted to amounts not exceeding reasonable 
requirements?
14. Do disbursements in excess of stated maximum require prior ap­
proval by officer or responsible employee other than fund custodian?
15. Are appropriate vouchers, receipts or approvals obtained for all 
petty cash disbursements?
16. Are supporting data canceled at time of signing reimbursement 
check?
4
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Accounts Receivable
1. A p p ro v a ls:
a. A re  cu sto m ers’ o rd e rs  rev iew ed  a n d  a p p ro v e d  b e fo re  accep tan ce :
(1) By sales d e p a rtm e n t?
(2) By c red it d e p a rtm e n t?
(3) A re  c red it lim its  e s tab lish ed  by c red it d e p a rtm e n t?
(4) A re  c red it lim its  in d ic a te d  o n  acco u n ts  rece iv ab le  led g er 
sheets?
b. A re  c red it m e m o ra n d a  fo r a llow ances a p p ro v e d  by p ro p e r  
au th o rity ?
c. Is specific a p p ro v a l o f c red it d e p a r tm e n t necessary  fo r p a y m e n t 
o f custo m ers’ c red it balances?
d. A re  write-offs o f b a d  d eb ts  a p p ro v e d  by officer in d e p e n d e n t  of 
co llec tio n  d e p a rtm e n t?
2. A re  sh ip m en ts  m ad e  o n ly  o n  a p p ro v e d  sh ip p in g  orders?
3. A re  a d e q u a te  p ro ced u re s  in  effect to  en su re  b ill in g  o f a ll sh ip m en ts , 
in c lu d in g  those sh ip p e d  d irec t to  custom ers by c o m p a n y ’s su p p liers?
4. A re  u n its  o f sales c o rre la te d  w ith  p u rch ases (or p ro d u c tio n )  a n d  
in v en to ries , if ap p licab le?
5. A re  invoices checked  fo r accuracy  of:
a. Q u an titie s?
b. Prices?
c. E xtensions?
d. T erms?
6. A re  invoices a ll a cc o u n te d  for?
7. A re  cu sto m ers’ acco u n ts  tr ia l  b a la n ce  to ta ls b a la n ce d  every m o n th  
w ith  contro ls?
8. A re  s ta tem en ts  m ailed  re g u la rly  to  a ll custom ers?
9. W o u ld  s ta tem en ts  o n ly  o n  p ast d u e  acco u n ts  suffice?
10. A re d e lin q u e n t  acco u n ts  rev iew ed  re g u la r ly  by officer o r  by in ­
d e p e n d e n t  co llec tio n  d e p a rtm e n t?
11. A re  acco u n ts  rece iv ab le  fro m  fo llo w in g  classes o f tran sac tio n s  co n ­
tro lle d  a d eq u a te ly :
a. Sales to  em ployees?
b. C .O .D . sales?
c. Scrap  a n d  w aste sales?
d. Sales of e q u ip m e n t a n d  o th e r  p ro p e rty ?
e. C laim s a g a in s t carriers?
f. C laim s ag a in st o thers?
12. A re  b a d  d eb ts  fo llo w ed  u p  a f te r  they  have b een  w ritte n  off?
13. A re  sales analyzed  by p ro d u c t, sa lesm en, te rr ito ry , e t cetera?
14. W h a t is m e th o d  of d is tr ib u tio n  — brokers , jobbers , re ta ile rs , m ail
o rd e r, e t cetera? ______________________________________________________
15. C an  d u p lic a te  invoices be  u sed  as an  acco u n ts  rece iv ab le  ledger?
16. C o u ld  invoice  copies be  classified ra th e r  th a n  e n te re d  in  sales book?
17. A re  term s o f sale u n ifo rm ?
Accounts Payable
1. Is p u rc h a s in g  se p a ra te  from :
a. A ccounting?
b. R eceiv ing?
c. S h ipp ing?
2. Is p u rc h a s in g  cen tra lized?
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3. Purchase orders:
a. Are all purchase orders issued on standard forms?
b. Prenumbered?
c. Are purchase orders properly approved?
4. Receiving reports:
a. Are receiving reports prepared in receiving department?
b. Are receiving report forms prenumbered?
c. Does copy go direct to accounting department?
d. Is permanent record kept in receiving department?
5. Is a voucher system in use?
6. Are the accounts payable records maintained manually or mechani­
cally?
7. Have procedures been established to ensure filing and follow-up 
of claims against vendors or common carriers for shortages or 
damaged materials?
8. Do procedures relating to returned purchases ensure recording of 
charges to vendors?
9. Incoming freight — have procedures been established to ensure re­
covery of freight paid on purchases shipped “freight allowed"?
10. Outgoing freight:
a. Have procedures been established to ensure recovery of freight 
prepaid for customers?
b. Have procedures been established to ensure propriety of credits 
or deductions by customers for freight paid by them?
11. Are transportation bills checked as to rates by outside agency or 
by employee familiar with tariffs?
12. Are invoices checked against:
a. Purchase orders?____________________   By whom?___________
b. Receiving reports or inspection reports?________By whom?------
13. Are all invoices properly checked as to:
a. Prices?
b. Extensions and footings?
c. Transportation charges?
d. Discounts allowable?
14. Are satisfactory vouchers prepared for all purchase and expense 
items?
15. Are distributions established or reviewed by accounting department?
16. Are purchases made for employees charged to them?
17. Are vouchers for purchases and expenses examined by responsible 
executive or employee to ascertain completeness of required attach­
ments and approvals?
18. Are trial balances of voucher register (or accounts payable ledgers) 
prepared regularly and proved with general ledger control?
19. Have procedures been established to ensure that:
a. All cash discounts are taken?
b. Advance payments are controlled?
20. Are adequate procedures followed to prevent duplicate payments?
21. Is record kept of all claims made against company?
Inventories
1. Are perpetual inventory records maintained for:
a. Raw materials? _____No. of inventory items ______
b. Parts? _____  _____
c. Work in process? _____  ______
d. Finished goods? _____ _____
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e. Manufacturing supplies? __ ____
f. Maintenance, repair and
construction supplies and 
materials? _____
g. Other _____
How are inventory values arrived at and carried?
a. Raw materials____________________________
P a rts____________________________________
Work in process_____________________________
Finished goods______________________________
Manufacturing supplies______________________
Maintenance, repair and construction materials 
O th er_____________________________________
b.
c.
d.
e.
f.
g.
3. Receiving and shipping departments:
a. Are they in separate locations?
b. Are they under supervision of different employees?
4. Are all stocks under control of stores keepers?
5. Are all persons other than stores keepers denied access to stocks?
6. If theft is important consideration, are adequate precautions taken 
to safeguard against loss therefrom?
7. Withdrawals and returns:
a. Are deliveries of stock made only on requisitions or shipping 
orders?
b. Are computations on requisitions checked independently for 
accuracy?
c. Are procedures in effect to account properly for stocks issued on 
requisitions and later returned to stores?
d. Are procedures in effect to account properly for goods returned 
by customers?
8. Is stock in outside warehouses under adequate accounting control?
9. Are outward consignments under adequate accounting control?
10. Are materials in hands of suppliers, processors, customers, et cetera, 
under adequate accounting control?
11. Consignments inward:
a. Are such goods under adequate accounting control?
b. Are precedures in effect to preclude inclusion in company’s in­
ventory?
12. Are perpetual inventory records checked completely, either in sec­
tions or at one time, by physical counts?
13. If no perpetual inventory records are maintained, are complete 
physical inventories taken?
14. How often are substantial differences between perpetual or other 
book records and physical counts investigated carefully?
15. Is there written approval by responsible employee of adjustments 
of book records to physical inventories?
16. Are slow-moving stock and obsolete stock written down or dis­
posed of?
17. Is reasonableness of physical inventory checked by gross profit 
method or other test?
18. Do company’s procedures ensure that:
a. Liability has been set up for all items included in inventory?
b. Items for which liability has not been set up at date of inventory 
have been excluded from inventory?
c. Items sold and billed but not yet shipped have been excluded 
from inventory?
2.
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Plant and Equipment
1. Are plant records proved at least annually with general ledger 
controls?
 2. Has plant ledger been checked by physical inventory of plant items? 
Date of last check _____
3. Do company’s procedures ensure that purchased items chargeable to 
capital assets are actually received?
4. Are adequate procedures in effect to ensure proper reporting and 
recording of retirements?
5. Is control of scrapped items maintained to ensure reporting of sales?
6. Is satisfactory system in effect for safeguarding of small tools?
Payroll
I. W hat payrolls are used? How often paid? Cash or check?
d.  _ _ _______________ _ ___________
2. How is pay computed?
a. Hourly
b. Piece rate
c. Other incentive
3. What document is the basis for pay? ___________________________
4. Are checks prenumbered?
5. Are clerical operations in preparation of payrolls double-checked 
before payment?
6. Are the following covered by proper authorizations kept on file
a. Employees hired?
b. Starting rates?
c. Rate changes?
d. Employees separated?
7. Is time recorded on time clocks?
8. Are time tickets prepared or checked by factory foremen, time­
keepers or department heads?
9. If there are timekeepers, are they supervised by a responsible execu­
tive who is independent of factory organization?
10. Is time shown on clock cards or time tickets independently checked 
as to:
a. Hours worked?
h. Distribution of payroll charges?
11. Does responsible executive;
a. Review each completed payroll?
b. Approve it in writing?
12. If employees are paid in cash, are receipts obtained for amounts 
paid out?
13. Before checks are released, are totals thereof agreed with net pay­
roll totals?
14. Are payroll disbursements made from imprest bank accounts re­
stricted to that purpose?
15. Is proper control exercised over unclaimed wages?
8
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16. Are payroll deductions subject to adequate accounting control?
17. Are social security tax records used as means of checking amounts 
of payrolls?
18. Are employees’ earnings records and checks written at the same time? 
Kept so that social security and withholding forms are prepared 
easily?
19. Are employees’ earnings records adequate to comply with govern­
mental regulations?
20. What payroll deductions are made?
a.
b.
c.
d .
e.
f.
g.
h.
Cost Accounting and Budgets
1. What kind of cost system is used?
2. How is burden applied?
3. Are departmental burden rates or one over all burden rate used?
4. Are factory expenses distributed by departments?
5. Have standards been established for:
a. Material?__ _ _ b. Labor_____  c. Burden?
6. How are inventories relieved and cost of sales calculated? _________
7. What standards are cost results measured against?
8. What products are manufactured?
9. What important services are rendered?
10. What are the major raw materials used?
11. Is labor divided into direct and indirect? --------------- -------
12. Are there large seasonal variations in sales or production? 
When are peaks and low points?
13. What types of budgets are in use?
a. Sales d. Expense
b. Financial e. ------------
c. Cost f. ------------
General Office
1. Are working conditions satisfactory? --------------- - --------------------------- -
Temperature?_____ Light?_____  Sanitary ?_
Facilities?__ _ _ Arrangement of furniture and equipment? 
2. Are window envelopes used whenever possible?
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3. Indicate below the office machines and equipment used:
T y p e
Bookkeeping 
Tabulating, numeric 
Tabulating, alphabetic 
Key punch 
Sorter 
Verifier
Multiplying punch 
Collator 
Interpreter 
Reproducing punch 
Ditto, gelatin 
Ditto, spirit 
Mimeograph 
Addressograph 
Comptometer 
Calculator 
Billing
Time recorder 
Check protector 
Postage meter 
Adding 
Other
M a k e
N u m b e r
U s e d U s e d  F o r
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CHAPTER 23
Cost Accounting an d  
Cost Control
BY HARRY E. HOWELL
T he im portance  to the CPA of a comprehensive knowledge of cost 
accounting systems, methods and concepts cannot be overemphasized. 
There are, perhaps, no other areas of accounting or auditing wherein 
more diverse practices are encountered. The varying cost concepts which 
prevail among the many types of cost accounting systems, and even within 
a particular type of system, make available many applications and in­
terpretations of accounting principles which at times may be both arbi­
trary and complex.
T he CPA comes in contact with cost accounting in many ways: in his 
auditing work; in assisting his client to select or install the most accept­
able cost system; in connection with government contract costing; and 
in special budget or planning studies.
T he certification of financial statements centers largely upon the deter­
m ination of income and the fair presentation of assets, particularly in ­
ventories. This requires decisions as to the validity of theories used 
and the accuracy of the computations under which costs are assigned to 
income of a period or are carried forward to be charged against income 
of a future period or to remain indefinitely as a capital asset.
These cost decisions affect the determination of income and they also 
affect the balance sheet. T he CPA must for this reason be equipped to 
analyze and appraise the cost system with respect to its effects on the 
financial statements. Reliance upon the consistency with which the 
system has been operated is not enough.
W hen the CPA is called upon to assist management in the selection of 
the most desirable cost accounting system, he must thoroughly understand 
the types of systems available and their relative advantages and disadvan­
tages. He also must be able to judge their effectiveness for use in pre­
paring interim  financial statements on a basis consistent with the annual 
statements regularly prepared. T he CPA is the logical person upon whom 
management should rely for such assistance because he is the “outsider” 
who has the most complete knowledge of the client’s financial operations, 
accounting personnel and records. W hen the CPA is called upon for
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consultation regarding costs under government contracts and in such 
matters as renegotiation, he must be acquainted with the various types 
of contracts, the cost accounting methods peculiar to each and the 
acceptability of his client’s system in the light of regulations and other 
requirements.
Scope and Purpose of this Chapter
It is the purpose of this chapter to summarize the minimum basic 
knowledge of cost accounting that the practicing CPA should have to 
adequately serve his clients. T he major types of cost accounting methods 
are outlined, with an explanation of their basic concepts, uses, advantages 
and disadvantages. Special audit tests peculiar to each system are sum­
marized. Appendix A of this chapter is devoted to the survey and installa­
tion of cost accounting systems. It is suggested that the reader refer also 
to Chapter 22 for more detailed information pertaining to the technical 
aspects of systems surveys and reports in general, much of which has 
specific application to cost accounting work for clients.
It is assumed here that the CPA has had some basic education in cost 
accounting: that he understands the conventional breakdown of cost 
into its elements of material, labor and burden; and that he is familiar 
with the general methods of accumulation of underlying cost information.
Since cost accounting is an extensive subject, with many complex 
features, this chapter can deal with it only in general terms, with em­
phasis upon the aspects most im portant to the practicing CPA. Those 
who are interested in pursuing further researches are referred to the 
Bibliography, Appendix C, which contains a list of sources of more 
detailed information. One of the most extensive bibliographies avail­
able is the N.A.C.A. Topical Index. Every CPA should have a copy of 
this index in his library.1
COSTS AND THEIR USES
The Term "Cost"
T he term cost permeates all accounting. It appears in the fundamental 
concept of matching costs and revenues to determine profit. It is ex­
pressed in the principle, that the use of cost is the basis of accounting for 
assets. It is referred to in inventory pricing rules, such as this excerpt 
from Accounting Research Bulletin No. 29: 2
“The primary basis of accounting for inventories is cost, which has been 
defined generally as the price paid or consideration given to acquire an asset. 
As applied to inventories, cost means in principle the sum of the applicable 
expenditures and charges directly or indirectly incurred in bringing an 
article to its existing condition and location.”
1 See references at end of this chapter.
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In reality, all accounting is premised on cost. There are some types 
of modifications in common use, however, that are im portant at this 
point. Many cost accounting systems employ or produce interpretations 
of cost which do not necessarily reflect the price paid or consideration 
given but rather, the price that “should have been paid’’ or the considera­
tion that “would be given under certain conditions.’’ These are not vio­
lations of the cost principle but merely practical applications of it to 
particular circumstances.
Applications of Cost
The cost application with which the CPA is usually most familiar is 
that which underlies the financial statements (especially in the deter­
m ination of cost of manufacturing or cost of goods sold). In this ap­
plication, cost is determined for use in matching income and expense in 
a time period, for the division between capital and expense, and for the 
pricing of the inventory. Here the total of costs is, in theory at least, 
assigned on the basis of causal responsibility. Not all costs are readily 
identifiable with their sources and some may arise from several sources. 
Some costs are directly traceable to a particular product or process while 
others are common to several and thus require allocation on some basis 
which, though equitable, is essentially arbitrary.
T he scope of cost accounting is not limited to accounting for m anu­
facturing costs alone, but has been gradually expanded to include the 
areas of selling and administrative expenses (distribution cost account­
ing), budgeting and the computation of estimated “break-even” points. 
Cost accounting is a management tool and as such it must be designed 
to meet the circumstances and the intended purposes. A highly im­
portant function of costing is the requirem ent of a particular industry, 
market or set of circumstances to provide the data which management 
desires during interim  periods between fiscal closings. T he CPA must 
keep in mind the three facts that cost accounting systems are seldom 
alike, that they have numerous uses, and that they are not generally de­
signed primarily for audit purposes.
An understanding of the various concepts of cost and the particular 
situations to which they apply is especially essential wherever the work of 
the CPA produces reports leading to management decisions, such as 
choices between alternates based on analyses of profitableness of sales by 
territories, lines of product or methods of distribution; or those which 
compare estimated future costs of production using new processes or new 
equipm ent against existing costs.
In work on government contracts the concept chiefly employed is that 
of assignment of costs on the basis of causal responsibility, but with 
certain eliminations as specified in the contracts themselves (as in cost- 
reimbursement type contracts affected by Section XV of the Armed
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Services Procurement Regulations) or as established by law or by cus­
tomary practice. It should be noted carefully that in such cases this 
principle should be applied to all costs (manufacturing, distribution 
and administration). Many accountants apply it only to manufacturing 
costs.
T he CPA must exercise care that the limitations of the financial state­
ment format do not lead him or his client to assumptions as to the exist­
ence of sound cost allocations where, in fact, the allocations have been 
arbitrary. For example, it is customary to treat distribution costs as a 
time function and to relate them to total sales, or sometimes total cost 
of sales. W ithout a comprehensive system of distribution cost accounting, 
the figure thus derived is merely the product of the arbitrary matching of 
two totals, sales and distribution costs; it is therefore analogous to the 
arbitrary allocation of manufacturing overhead. T he error in a flat 
percentage of the sales price as a measure of cost, regardless of type of 
product, territory, price differential, or method of selling, is obvious. 
Supplementary schedules, sometimes added to financial statements, 
showing amounts and percentages purporting to represent gross and 
net margins are useful to the limited degree that they relate to total 
sales in a consistent, if not entirely accurate, manner. They cannot be 
picked up and used in estimates, reports or studies relating to particular 
lines of product, territories, salesmen’s output, or especially to individual 
government contracts. T he point to bear in m ind is that the showing of 
distribution costs as a percentage of sales (or cost of sales) is not, except 
in rare cases, a product of any system of cost accounting, but is merely a 
practical compromise of limited usefulness.*
Many accounting problems have their derivation in costing alterna­
tives. In the m atter of matching income and expense for a period, 
various interpretations may attach themselves to the particular cost 
accounting system in use. For example, under the standard cost p rin­
ciple, variances from allowable (standard) costs are often expensed 
during the period in which they are incurred. Advocates of such a system 
argue that they are unusual expenses of a period and should not be re­
tained in inventory and identified with products until the products are 
sold. Contrasted to this theory is the job order cost basis wherein all 
such variances are generally deferred until the product is sold; under 
this method, two identical physical units in inventory may carry different 
costs although they may sell for the same price.
* It would be desirable if, for management purposes at least, appropriate footnotes 
were used to explain the cost theories under which the figures shown were compiled. 
For example, an income statement might carry a footnote to the effect that “Costs of 
manufacture are assigned to the products represented in the sales total under a cost 
system which assigns traceable costs to a particular product and apportions the common 
costs on a basis believed to be equitable and consistently followed. Distribution costs 
shown in this statement have been apportioned on the basis of the sales dollar. The 
percentages shown should not be used in any particularized studies or reports without 
due consideration of their limitations.”
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Cost Reports
T he uses of cost data may be classified in the following categories;
1. F o r  f in an c ia l a c c o u n tin g
a. D e te rm in a tio n  of incom e a n d  v a lu a tio n  o f in v en to ry .
b. P re p a ra t io n  o f re lia b le  in te r im  fin an c ia l s ta te m en ts  w ith o u t physical 
in v en to ries .
2. F o r  o p e ra tio n s  co n tro l a n d  cost re d u c tio n
a. L a b o r  c o n tro l o f o p e ra to r , o p e ra tio n , d e p a r tm e n t, m ach in e  a n d  p ro d u c t.
b . Sales a n d  a d m in is tra tiv e  ex p en se  c o n tro l by custom er, te rr ito ry , sa lesm an 
a n d  p ro d u c t.
c. M a te r ia l co n tro l of usage, scrap , p u rc h a s in g  po lic ies a n d  so on .
d. B u rd e n  c o n tro l o f d e p a r tm e n t, p ro d u c t a n d  o b jec tiv e  expenses.
3. F o r fin an c ia l p la n n in g  a n d  b u d g e ta ry  con tro ls.
4. F o r m a n a g e m e n t decisions re g a rd in g  p r ic in g  polic ies, in v e n to ry  in v es tm e n t 
polic ies, c ap ita l in v es tm e n t polic ies, a n d  se lec tion  of business a lte rn a tiv e s  (for 
ex am p le , to  m a n u fa c tu re  o r  su b c o n trac t, to  e x p a n d  o r  re d u ce  sales, to  accep t 
o r  re je c t business).
T he information necessary to apply such uses is obtained by means 
of cost reports. U nless the information is transmitted in terms under­
standable to the one who is to use it, the cost system remains part of a 
routine bookkeeping operation and its real value is lost.
Cost reports should be examined for conformity with the following 
principles: *
1. T h e  re p o r t  sh o u ld  be  d esig n ed  to  fit th e  n eeds of th e  o n e  w ho  is to  use it.
2. T h e  o b jec tiv e  o f th e  re p o r t  m u st be  c learly  th o u g h t o u t  a n d  its co n ten ts  
re s tr ic te d  to  th e  su b ject.
3. T h e  re p o r t  sh o u ld  an sw er q u estio n s , give in fo rm a tio n  a n d  in d u ce  actio n . 
F o r th a t  reason  care m u st be tak en  to  see:
a. T h a t  it is tim e d  a n d  spaced  in  re la tio n  to  th e  su b jec t m a tte r  to  accom plish :
(1) P e r i o d i c i t y  — w i t h  p e rio d s  of such  len g th s, in  re c o g n itio n  o f th e  tim e 
cycle o f th e  su b jec t m a tte r , to  o b ta in  m ea n in g fu l d a ta  as to  p e rfo rm ­
ances, tre n d s  a n d  so on .
(2) P r o m p t n e s s  — w ith  such e x p e d itio n  th a t  th e  in fo rm a tio n  is av a ilab le  
in  tim e to  p e rm it  effective ac tio n  p ro m p tly .
b. T h a t  its fo rm  conveys th e  in fo rm a tio n  in  th e  c learest a n d  m ost re ad ily  
u n d e rs ta n d a b le  fo rm .
Following is a list of the more commonly recurring cost reports which 
are found where a cost accounting system is in use:
1. L a b o r  efficiency o f each  o p e ra to r , d e p a r tm e n t, o p e ra tio n , m ac h in e  g ro u p  o r  
p la n t .
2. M a te r ia l  p u rch ases by  classes o f p ro d u c ts  a n d /o r  m ate ria ls , se ttin g  fo r th  
v a rian ces fro m  s ta n d a rd  p u rch ase  prices o r  in d ic a tin g  p rice  tren d s .
3. G ross p ro fit s ta te m en ts  fo r  p ro d u c t  classes.
4. C o m p ara tiv e  s ta te m en ts  of b u rd e n  expenses by  d e p a r tm e n t, sh ow ing  v a r i­
ances fro m  b u d g e te d  am o u n ts .
5. P ro d u c tio n  re p o rts , w ith  o p e ra tio n  o r  process costs in d ic a te d .
*Some of the material in this chapter has been published previously in the author’s 
chapter on “Cost Accounting” in C o n t e m p o r a r y  A c c o u n t i n g ,  published by the American 
Institute of Accountants in 1945. This publication is now out of print.
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6. A nalysis o f  in crease  o r  decrease  in  in v en to ries , by e lem en ts  o f m a te ria l, d irec t 
la b o r  a n d  b u rd e n .
7. C ost effects o f tech n o lo g ica l changes.
8. V ariances fro m  s ta n d a rd  costs caused  by vo lu m e flu c tu a tio n s.
9. A nalyses o f id le  tim e.
10. Progress re p o rts  of costs in v ested  in  c o n s tru c tio n  of fixed assets, to o lin g  a n d  
e x p e r im e n ta l o rders .
11. U n i t  m a n u fa c tu r in g  costs o f p ro d u c ts  o r  p ro d u c t g ro u p s.
12. U n it  d is tr ib u tio n  costs o f  p ro d u c ts , o r  by te rr ito rie s , sa lesm en a n d  so on .
Cost Accounting Nomenclature
Before delving into the intricacies of cost accounting systems, it is 
necessary for the CPA to understand the meaning of certain descriptive 
words as applied by the industrial cost accountant. At this point a word 
of caution is in order. It will be found that descriptive words are used 
in cost accounting which have entirely different meanings from those 
given in the dictionary. It is necessary for the CPA to understand the 
words before he can apply them.
For example, the word “actual”* in the lay sense conveys a meaning 
of truth, verity and reality as opposed to the unreal, imaginary and 
false. As applied to a cost accounting system, it merely means that the 
figures are posted in detail and in a routine manner according to some 
system of classification, but without any attem pt to identify or segregate 
the parts of the expenditures for which the product itself was not the 
proximate cause. For example, if a machining operation should take 
one hour, bu t because of a slipping clutch and poor supervision, it takes 
two, the two hours’ time is charged to the job as an “actual” cost.
T he costs thus realized in any case are no more true or “actual” than 
those which are compiled under other systems. A more appropriate cost 
is usually obtained by the standard cost method or by statistical means. 
This confusion of terminology and carelessness in the use of descriptive 
words are not matters to be treated lightly. They lie at the root of many 
of the misunderstandings about costs. T he practitioner must be con­
stantly on guard to avoid misconceptions arising from reliance on words 
and failure to get the facts.
Cost accounting, too, uses many intricate terms. As an indication of 
other compounded expressions used in cost “lingo,” reference is made to 
the following list, prepared by one author,3 which expresses some con­
cepts of cost opposite those which are complementary or in contrast:
O p p o r tu n i ty  costs 
P as t costs 
S h o rt-ru n  costs 
V a riab le  costs 
T ra c e a b le  costs
O u tla y  costs 
F u tu re  costs 
L o n g -ru n  costs 
C o n s ta n t costs 
C o m m o n  costs
* Hereafter, the term “historical” will generally he used in lieu of the word “actual.”
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Book costs 
Sunk costs 
Unavoidable costs 
Noncontrollable costs 
Historical costs
Out-of-pocket costs 
Incremental costs 
Escapable costs 
Controllable costs 
Replacement costs
T he N.A.C.A. Committee on Research, in “T he Uses and Classifications 
of Cost,” 4 gives the following classifications;
Capital and income charges 
Product costs and period costs 
Direct costs and indirect costs 
Job (project) costs and process costs 
Actual costs, standard costs and normal 
costs, and some variable costs 
Fixed costs, variable costs 
Functional costs 
Incurred costs and applied costs 
Inventory costs and over all costs 
Sunk costs and “saveable” costs 
Historical costs and expected or 
anticipated costs
A glossary of most of these cost accounting terms may be found in 
Appendix B to this chapter.
COST ACCOUNTING SYSTEMS
Before determ ining the type of cost system which is most suitable to a 
client’s operation, it is necessary for the CPA to give consideration to the 
conformity of the particular system with three basic questions, namely:
1. Should the system be tied in with and be a subsidiary of the financial account­
ing records (accounting costs), or should it be independent of, or co-ordinated 
in some measure less than completely with, such records (statistical costs)?
2. It is possible to trace and apportion costs directly to the end products (job 
costs) or must they be assigned to processes and the derived costs of these 
processes then assessed to the end product in the manufacture of which they 
are employed (process costs)?*
3. Should the traceable and common costs go directly to the accounts which 
collect the costs for the products or processes involved (historical costs), or 
should they first be passed through an intermediate set of accounts which 
permits comparisons with predetermined standards (standard costs)?
Accounting Costs and Statistical Costs
Accounting costs are derived from figures which are controlled by the 
general ledger, and periodically balanced to it. Accounting costs have the 
advantage of providing a practically automatic check against omissions, 
duplications, and errors in apportioning the sum total of costs. T o offset 
this favorable aspect, there is the expense of m aintaining the records and 
carrying out procedures to effect this tie-in. Quite often the bulk of the
* By-product and joint product costs and similar variations have limited application 
in certain industries. For details, reference should be made to N.A.C.A. publications 
and standard textbooks.
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expense is incurred in tying in a small and inconsequential part of the 
costs of production. Yet a compromise which would combine the account­
ing and statistical approaches to achieve the desired results with maximum 
economy is difficult to work out.
A statistical cost system is one in which the detailed cost records are 
not fully co-ordinated with the accounting records. Such a cost system 
may, in fact, operate independently of the general books of account. 
Because such systems are not much more than a series of independent 
studies, they require competent personnel to operate key control accounts 
if the danger of grave errors is to be avoided. T he need of these pre­
cautions does not invalidate the usefulness of the system. Such a sys­
tem is particularly useful where costs may have to be compiled on bases 
different from those reflected in the accounting records. Such situations 
may arise when depreciation used for costing differs from that used for 
financial accounting, when costs and expenses are disallowed in whole 
or in part as an element of cost on government contracts, and when it is 
necessary to compile figures for submission to various regulatory bodies 
imposing special requirements.
As a supplement to the accounting cost system, statistical costs may be 
very useful and economical because they perm it the costs of certain 
groups of production, or services, or processes to be bulked in the ac­
counts and developed separately, when required, by continuous or in ter­
m ittent statistical cost studies. Statistical cost accounting appears to be 
a useful method for analysis and control of distribution costs. I t avoids 
the complication of carrying voluminous data on distribution costs 
through the books on a historical or a standard basis.
Job Costs and Process Costs
T he more frequently used methods of collecting costs are:
1. Job Order (Project) Costs. These are used to collect charges for the material, 
labor, and other direct items, together with manufacturing and other properly 
includible overheads, which were incurred to produce a specific order for a 
finished unit or units. The job cost method presupposes the possibility of 
identifying physically the lots produced and segregating to each its own ele­
ments of cost.
2. Process Costs. These are used in industries wherein the product flows in a 
relatively continuous stream and is subjected to a series of operations or 
processes in sequence. It is impracticable or often impossible to charge each 
unit of product with its own elements of cost directly.
W hether it is possible to trace and apportion costs directly to an end 
product, or whether it is necessary to assign the costs to processes or to 
operations and subsequently allocate them to the end product, determines 
whether a job cost method or a process cost method is to be used. Under 
both of these basic systems either standard or historical costs may be used, 
and they may be determined under either accounting cost or statistical 
cost methods.
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Where a specific production order may be issued to a shop to m anu­
facture or assemble an item or items that may be physically identi­
fied and finished as a complete unit, a job order system is generally used 
to accumulate the total cost to manufacture. A cost ledger sheet is 
opened for each such order; the material costs from requisitions or other 
consumption reports are posted to the ledger sheet; direct labor operators 
in the plant report their time against the order and the total direct labor 
cost is thus accumulated; m anufacturing overhead is allocated (frequently 
on the basis of the direct labor accumulated) either at a predetermined 
rate or by apportionm ent.
Process cost systems are used where it is physically impossible or 
impractical to identify either physically or costwise the separate units of 
an end product. An example of such an application is the brewery 
industry wherein the beer which is brewed may ultimately be sold in 
bottles or kegs. Thus, in lieu of issuing a job order to produce a certain 
num ber of half barrels or cases of beer for each customer, a process order 
is issued to produce a certain quantity of beer. The average cost per 
barrel for brewing is determined by dividing the total material, labor and 
overhead costs of the brew departm ent by the num ber of barrels brewed. 
Similar computations are made for the bottling and racking departments 
for quantities handled. T he unit costs per barrel of bottled or racked 
beer are then determined by adding the un it brew costs and the pack­
aging costs, and sales are costed in this manner. Here the emphasis is 
placed on departm ental cost accumulations which are subsequently con­
verted to unit costs.
Operational costs are a modification of job order and process cost 
systems wherein the costs of the separate labor operations on a product 
or the costs of the separate labor operations required for a process are 
accumulated separately. T he sum of the operational costs equals the 
total labor element of the job or process. Although such a system requires 
more detailed labor reporting and accounting, it provides management 
with a better knowledge of the reason for cost fluctuations. For example, 
under a job order cost system, the total direct labor required to machine 
and assemble a lot of mechanical pencils is accumulated in total, the 
workers merely reporting their time against the production order. If an 
operational cost system were in use, the workers would report their time 
against the operation they performed and the total labor cost would be 
analyzed by each operation, such as punch press work on the barrel, lathe 
work on the tip, assembly of the pencils and so on.
Historical Costs and Standard Costs
Costs collected under any of the methods outlined may be either:
1. Historical — wherein the charges for direct material and direct labor
incurred in the performance of the job or processes are accumulated, without
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analysis of the causation factor, and an estimated amount of plant overhead 
added as being applicable to the job lot or process.
2. Standard Costs — wherein the charges for direct material and direct labor 
incurred in the performance of jobs or processes are passed through analy­
tical accounts which separate these costs which vary from an established 
norm. Individual jobs or processes are normally carried at the costs estab­
lished by these norms but by application of the variance percentages the 
incurred cost, including the variances may be reflected. The predetermined 
standards (norms) may be set with engineering accuracy or may be estimates 
based on the best information available.
Because of the importance of these concepts in cost practices, they are 
outlined in considerable detail in the following paragraphs, with their 
characteristics, advantages and disadvantages pointed out.
HISTORICAL COSTS
Characteristics
Unfortunately, historical costs are currently used in many industries 
where cost standards could better be used, since it is mistakenly believed 
to be impractical or impossible to measure what a product should cost 
before it is manufactured. Actually, there is no application of historical 
costs that could not be served more effectively by standard costs except 
in those rare cases when there is no recorded experience with the process, 
the type of labor or the machine from which unit performance can be set 
or estimated. So long as the same tools, types of labor or kinds of material, 
et cetera, are used, the kinds of products that result from their uses do 
not make it impossible to estimate how these factors should operate and 
what should be their contribution to production. For example, the end 
products of a given machine tool may be too numerous to list, but its 
cutting speed and output are known and can be estimated for anything 
that is to be processed by the machine. T o a large extent it is the processes 
that produce the product and where experience has been had with the 
relevant processes reliable standards can be set.
Custom job shops (frequently using historical costs) are particularly 
suited for standard costs. Usually they specialize in certain types of 
machinery and processes and know exactly what can be done with them. 
Usually too they have to quote a selling price and, in so doing, unless it 
is a pure gamble, they use estimates which in themselves are effective 
standards. (Much of the argument that standard costs have no use­
fulness in government contracts is based on the mistaken notion that, 
because the end product differs from regular commercial production, 
even though made in the same plant by the same men and the same 
machines and by the same processes, no standards can be set.)
W here historical costs are accumulated they are identified in the 
records with the products in inventory until the products are sold. Thus, 
two physically identical units which sell for the same price can and
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usually do have different costs, and theoretically would be priced accord­
ingly for inventory purposes.
Advantages and Disadvantages
T he major advantage of accumulating historical costs in most indus­
tries is that they are generally better than no costs at all. Actually, the 
clerical expense to post cost ledger sheets, to price material usage requisi­
tions, to distribute labor costs, to allocate overhead, and to balance such 
detailed postings to the total costs incurred, has led many a manufacturer 
to discontinue such methods.
Historical costs fluctuate generally on similar units between periods 
and the only area of control available under such a method is to observe 
constantly the cost trends of like units. However, because such costs are 
not known until the un it is complete or the accounting period is finished, 
it is generally too late to take corrective action. Moreover, management 
gains no real conception of what it should cost to m anufacture a product 
or wherein lie the possible areas of cost reduction. A sad and frequent 
result is that management, after being misled a few times, never uses 
the figures for management purposes, and then tolerates the system as 
some sort of necessary bookkeeping evil.
Audit Considerations
T he independent accountant must be especially careful in the testing 
of historical costs lest the inventory be overstated or understated, with a 
corresponding effect on income and working capital.
M aterial costs must be traced from perpetual inventory records to 
usage requisitions and subsequently to cost ledgers. Mistakes frequently 
occur in the application of the costing methods (Fifo, L ifo, moving 
average and so on) as and when prices change, and care must be taken 
to insure that proper credits have been given for scrap material. Exces­
sive premiums paid for quick delivery of materials are generally not a 
proper element of inventory cost and should be expensed when incurred.
Direct labor charges generally fluctuate radically because of im proper 
reporting. Frequently idle time, time lost by machine breakdowns and 
other such charges are reported as productive work.
T he application of m anufacturing overhead may appear to be logical, 
based on the effect of the absorption rate used. For example, if overhead 
is charged to costs at 100% of direct labor and the year’s figures show 
that, for the plant or department, the overhead approximately equalled 
total direct labor, it is usually presumed that the overhead is correct as 
distributed to inventory. This may not be the case at all. If direct labor 
charges to inventory are excessive, through incorrect posting or distribu­
tion or through inefficiency, the burden applied to inventory is likewise 
excessive.
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STANDARD COSTS
Characteristics
Under standard cost systems,* costs are determined in advance of 
production; products, operations and processes are costed into inventory 
on a standard basis for both quantities and prices of cost components 
consumed in production; and accounts are designed to collect historical 
costs of these cost elements and components in such a way as to reflect 
the variances from the predetermined standards. T he predetermined 
standards are brought into the accounts through the operation of a com­
plete system of entries and routine bookkeeping operations.
Great emphasis is placed on the analysis of variance accounts and on 
prom pt and adequate reporting in order that management may move 
quickly to check and correct unfavorable trends and departures from 
standards of good performance.
T he “predeterm ination of costs” means the setting of some standard 
(in advance of production) as a measuring device for inducing efficient 
and economical use of the cost components when production starts. The 
setting of these standards is properly the work of the engineers, the time- 
study and methods groups, the material control and purchasing groups, 
and the planning and budgeting units.
It is not adequate that costs should be collected and apportioned 
directly to a job under a classification system that correctly assigns 
traceable costs and apportions common costs. Critical analysis of the 
variation from a norm or standard is required to detect those costs 
which, while incurred in the performance of the job, are not necessary 
costs of production. They represent some failure or deficiencies in the 
production process which can be corrected on future production and 
are therefore not repetitive. T o the extent that they are not repetitive 
or normal costs to manufacture, the variances should not be retained in 
inventory as a current asset bu t rather should be expensed during the 
accounting period in which they were incurred. T o  the extent that such 
variances do not reflect abnormal nonrepetitive costs but rather variance 
trends such as material price increases, there is nothing to prevent the 
assignment of the variances to a particular job or product group and 
expensing them when the products are sold.
Scientifically determined standards may be of three different types.
1. Standards set at an ideal level of efficiency. As a working shop tool such 
standards are apt to be destructive to morale because they reflect conditions 
and performance which can rarely be attained and never sustained. They
* The term “standard cost system” is itself ambiguous. It is surprising to find how 
many people think it is a model system set up as an example by N.A.C.A. or some trade 
organization. Possibly a better name for the procedures by which costs as incurred are 
systematically measured against predetermined bench-marks before being assessed 
against end products would be “standards cost system,” “cost standards” or “system 
of standard costs.”
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are useful to top management as indicating the ultimate, and gauging the 
extent of current deviations.
2. Standards set for operations conducted at an assumed level of normal capa­
city. These represent an average level over a long enough period of time to 
avoid brief and erratic fluctuations. As a shop measurement they are at 
times unrealistic and are subject in lesser degree to the same criticism as 
ideal standards. However, quite often the only part of the standard which 
differs markedly from a readily attainable standard is the rate of overhead 
absorption; materials and labor standards will then not differ materially from 
the expected levels of accomplishment. Under such a plan, satisfactory shop 
measurements are provided for the cost elements controlled by the shop 
management while fixed overhead absorption rates with which they may not 
be directly concerned are stabilized at an expected activity level. (For discus­
sion of “normal capacity” see Section 20, page 1069, “Cost Accountants’ 
Handbook.”) 5
3. Standards set at the level of expected and attainable performance. Here the 
emphasis is upon establishing a fair measure for performance under the 
conditions, prices, and volumes anticipated for the period during which the 
standards are to be used. Such standards tend to depart widely from ideal 
performance measurements. Allowances are included for waste, error, and 
inefficiencies on the ground that they must be expected during the period. 
If these allowances depart from at least a minimum efficiency measure of per­
formance they tend to become nothing more than the acceptance of experi­
enced costs as standards.
Standards may further be distinguished as being “basic standards’’6  or 
“current standards.’’ In  the former, standard units remain fixed and are 
adjusted by percentages for comparison with current performance. Cur­
rent standards reflect an appraisal of what performance should be during 
the period for which the standards are to be used.
Advantages and Disadvantages
One of the principal advantages of the use of a system of standard 
costs is that it provides management with interim  financial statements 
which are based substantially on current replacement costs.
Variances from material, labor and burden cost standards are expensed 
during the period in which they are incurred. This provides management 
with an immediate reflection of current gross and net profit ratios and 
permits advance warnings of increasing or decreasing cost elements. This 
procedure also permits immediate adjustm ent of sales prices to assure 
normal profits, or direction of sales activities to more profitable products.
O ther types of costing theories defer such variances in inventories until 
the specific production on which they were incurred are sold.
A system of standard costs is generally more economical to operate than 
other systems because all accounting activities are centered upon analyz­
ing exceptions to standard operations rather than repetitious summarizing 
of all normal and abnormal events which have occurred. Everything is 
assumed to be operating within an attainable standard time, physical 
combination or price range. Only when an exception to such standards 
is incurred is it necessary to issue reports and cost such reports.
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Specifically, some of the savings may be summarized as follows:
A c co u n tin g  system s m a k in g  use of s ta n d a rd  co sts g e n era lly  re q u ire  less c lerical 
p e rso n n e l to  o p e ra te  th a n  o th e r  types o f cost a cc o u n tin g  systems.
M a te ria l stores re q u is itio n s  n e ed  n o t  be  costed  o r  id en tif ied  (cost-wise) w ith  
a p ro d u c tio n  o rd e r.
P e rp e tu a l in v e n to ry  reco rd s m a in ta in e d  o n  a d o lla r  basis a re  n ev er re q u ire d . 
D e p e n d in g  u p o n  th e  c o m p lex ity  o f th e  in v en to ry , u n i t  (b u t n o t  d o lla r)  stock 
s ta tu s  reco rd s m ay  be n eed ed. H ow ever, n o a tte m p t n eed  be m ad e  to  id en tify  
costs an d  u n its  o n  such  records.
D e p e n d in g  u p o n  th e  deg ree  of o p e ra to r  (labor) analysis re q u ire d , it is p os­
sib le  to  o p e ra te  th e  system  sa tis fac to rily  w ith o u t re q u ir in g  th e  use o f (an d  
lost tim e  re su ltin g  from ) la b o r  jo b  tim e  cards in  th e  factory . W h ere  a d e q u a te  
fo rem a n  su p e rv is io n  is in  ex is tence , it  is necessary  fo r  th e  p la n t  to  re p o rt  
o n ly  th a t  la b o r  w h ich  is tem p o ra r ily  tra n s fe rre d  to  a job o r  d e p a r tm e n t w here  
it  is n o t g e n e ra lly  assigned. T h is  e lim in a te s  th e  tim e  re q u ire d  to  p u n c h  in  
a n d  o u t  o n  v a rio u s “ jo b s” to g e th e r w ith  th e  tim e  a n d  ex p en se  in v o lv ed  in 
b a la n c in g  such  jo b  tim e  cards to  th e  pay ro ll.
In the matter of cost control, standard costs stand alone. No other 
system provides management wi th an indication of wh at it should cost to 
manufacture a product, together wi th an explanation of why such attain­
able costs are not realized. Control of product, material, departmental, 
operator and operational costs may be exercised to the extent desired.
Because of the simplicity with which production and sales may be 
costed, quicker interim closings are realized and budget forecasting is 
facilitated. Moreover, the very methods by which cost standards are 
recorded and maintained permit the use of such data for quicker and 
sounder cost estimating.
The basic disadvantage of adopting cost standards is the substantial 
amount of work and time required to establish the standards. However, 
once such a project is completed, it need not be repeated to the same 
extent, and the matter of keeping standards at a current level may be 
reduced to a relatively simple clerical function. Whether such a review 
of products and plant methods can be termed a disadvantage is question­
able because the review itself generally results in effecting considerable 
cost reduction and standardization. During either the installation or 
refinement of cost standards it is not unusual for the information that is 
developed to save the entire expense of installing and operating a cost 
accounting department for several years.
This is accomplished frequently, for example, by one or more of the 
following circumstances:
1. P re p a ra t io n  o f b ills  of m a te ria l  fo r  each  p a r t,  subassem bly  a n d  final assem bly 
p o in ts  o u t  th e  n e e d  fo r s ta n d a rd iz a tio n  o f p a r ts  a n d  raw  m ate ria ls . S im ple  
changes in  designs o f p ro d u c ts  p e rm it in te rc h a n g e a b le  c o m p o n e n ts  to  be 
used , w ith  e v e n tu a l in v e n to ry  re d u c tio n s .
2. M an y  instan ces o f pu rch ases o f im p ro p e r  len g th s  a n d  sizes o f raw  m ate ria ls  
a re  d iscovered  by such analyses.
3. T o o lin g  a n d  processing  im p ro v e m en ts  w ith  su b seq u e n t re d u c tio n s  in  m an u -
1.
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facturing costs become evident as operation sequences are reduced to writing 
and are “time studied.”
Estimated Standards
T he foregoing discussion deals with standard costs wh ich are scien­
tificially engineered and established. Such precision is not always prac­
tical or economical, in which case standards estimated on the basis of 
best information available may be of great value. W hile scientifically pre­
pared standards are most desirable, the compulsions toward efficiency of 
a standard cost system may be obtained by less authentic data such as 
the estimates upon which sales quotations have been made, and informa­
tion obtained from past cost experience, if appropriately adjusted, pro­
vided the sources and limitations of the data are constantly kept in mind.
T he effectiveness of such an “estimated costing” method is dependent 
upon two factors, namely:
1. The extent of detail that is used to build up the quantitative estimates.
2. The basis of determining the prices used in conjunction with the quantitative 
estimates.
A cost estimate may be an over-all guess, “pulled out of the air,” or it 
may be detailed to the extent of the usual standard cost breakdowns of 
a complete bill of m aterial and a labor process or routing sheet. It is 
often difficult to differentiate estimates from standards if such detailed 
data are built up.
Where detailed labor routing sheets are available it is the usual custom 
to use past experience based on foremen’s estimates or labor time cards 
for the estimate of required time for each labor operation. Such time 
estimates should be costed at current labor rates to be effective.
M aterial prices may be based upon latest price inform ation available 
by examination of vendors’ invoices, perpetual inventory records or 
quotations from vendors.
Estimated costs are often used only for statistical comparison with 
historical costs. However there has been a recent trend toward carrying 
such costs through the books and accounting for them in the same manner 
as if they were engineered standards.
If what purports to be an estimate (unless for a repetitive item for 
which accurate quantitative data are known) is not prepared from bills of 
material, processes and labor operation schedules and forward prices 
drawn up from specifications and blueprints, such an “estimate” is use­
less except to prove whether an estimator “guessed right or wr ong.” 
Where adequate bills of material, process sheets and current pricing are 
used, however, the method of compiling estimated standards has all the 
advantages of a standard cost system with the exception that the 
“standards” are not on as scientific a basis as engineered standards; they 
are based on past experience and therefore they are valuable to provide 
an analysis of trends and some of the elements of true control.
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W hen an estimated cost system is installed, practically the same advan­
tages and disadvantages of a standard cost installation are experienced. 
T he principal exception is the elim ination of the expense of setting time 
standards by time study or other acceptable engineering methods, since 
this expense does not accrue in estimated systems. However, there are 
methods of setting accurate time standards without the use of a stop 
watch that, in many cases, are preferred by engineers in industry.7 Where 
such acceptable methods are used in lieu of pure estimates or historical 
performance ratings the cost system then becomes a true standard cost 
system and should not be considered to be an estimated cost system.
Audit Considerations
A  system of standard costs facilitates auditing because of the extensive 
data which it produces with respect to quantities and prices. It is the 
most useful tool yet devised for the pricing of inventories.
Complete bills of material are available for study to determine that 
assembly m aterial costs are reasonable. Studies of purchase price variance 
trends assist the independent accountant in determ ining material cost 
adjustments.
Labor costs are based on engineering studies which establish normal 
time requirements for producing units and all unusual costs are thereby 
excluded. T he independent auditor has at his disposal complete data 
relating to the effectiveness of the standards and the trend in fluctuations 
caused by labor rate changes and labor inefficiencies.
T he study of burden application requires nothing beyond an analysis 
of the acceptable methods in use and the auditor is generally assured that 
excessive burden will not be deferred in inventory because of inflated 
labor costing, as is often the case where historical cost methods are used.
Estimates which are “pulled out of the air’’ are not acceptable for 
determ ining inventory pricing and the auditor is faced with the same 
problems, though, to a somewhat lesser degree, that he experiences where 
there is no cost system in effect.
Where the estimates are sufficiently detailed, the independent account­
ant may take advantage of the same data that are available where engi­
neered standards are used, such as material price trends, bills of material, 
labor process routings, labor rate analyses and labor efficiency studies.
OTHER IM PORTANT CO ST CONCEPTS
Direct Costing
Recently there has been much discussion of the proposition that fixed 
costs should be treated as a time function and charged off currently.8 This
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was the usual practice before cost accounting came into common use.9 
Interest in that procedure was revived about seventeen years ago. The 
procedure has been called “direct costing.’’ Under direct costing, only 
those m anufacturing overhead expenses which are variable expenses are 
allocated to the job lot or process and considered as an element of cost. 
Fixed m anufacturing overhead expenses are not considered to be a part of 
the un it costs and are expensed directly instead of being carried into 
inventory. Fixed costs have on occasion been expanded to include all 
the costs of standing ready to do business.
T he proposal argues that as more and more costs of doing business are 
brought into the cost system, they are by-passed into inventory; therefore, 
whenever production is in excess of sales, distortions arise because costs 
are carried as part of asset values that have no real value beyond the 
time period for which the accounting is prepared. In periods of fluctuat­
ing inventory investment the argument has considerable validity. It is 
sometimes argued by proponents that all costs except those that vary 
directly with and as a constant factor of output should be omitted 
from inventory and charged off currently. This proposal raises many 
valuation and tax problems. While direct costing may be useful in 
internal reports, there may be a question as to whether it should be used 
in valuing inventories included in financial statements given to the 
general public
Effective cost accounting should apportion fixed costs to units of pro­
duction and carry them into inventory if costing is to be an accounting 
function. W ith rare exception is it possible to produce a un it without 
such fixed costs and therefore it can be argued that they are a proper 
inventory cost element. Where sales and production are in balance so 
that the inventory level does not change, there is little difference in the 
results on the profit and loss statement under either method. But when 
inventories fluctuate as a result of planned (or even accidental) policies 
of inventory investment the profit and loss can be misleading.*
* It is interesting to note how often the term “inventory control” is misused to indicate 
that an unchanged level of inventory is the desideratum. It seems that the difficulty lies 
in the fact that the profit and loss statement reflects two management activities, manu­
facturing and selling, and ignores a third, the inventory investment policy. Or, to put 
it another way, the assumption seems to be that sales and production should always be 
kept in balance regardless of the time period. The answer to the problem is to recognize 
that management of the inventory is a vital function and that it does not necessarily 
have as its objective the maintenance of a static level. Some day the profit and loss 
statement may include a section to show the inventory investment operations and, if 
this is done, it will show the amount of fixed costs going into inventory with production 
and the amount of fixed costs released from inventory into cost of sales. There would 
be a disclosure in the profit and loss statement of costs thus by-passed through inven­
tory. If the profit and loss statement gave recognition to the investment policy function 
and disclosed its effect in withholding from or releasing costs to the current profit and 
loss period, it would seem that the objections to full costing, that give rise to the 
direct costing method, would be met. A form of profit and loss statement disclosing the 
effect of the inventory investment policy is given in the N.A.C.A. Yearbook for 1940 in 
an article entitled “Streamlining Your Overhead.” 10
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Distribution Costs
Distribution costs * are those selling, shipping, warehousing and ad­
ministrative costs which are necessary to market and sell the products of a 
business. They are not considered a proper element of inventory cost, 
but rather are distributable or allocable to units as a statistical cost to 
determine the net operating profit of a unit or group of units of the 
operations.
Ordinarily these expenses are collected on the books of account and 
applied against income without cost accounting analysis. Such analysis 
as is done usually is in the form of special studies and statistical presenta­
tions. W hile the same theories of cost assignment are used as in the 
analysis of manufacturing costs, it is unusual if the accounts and state­
ments are set up to reflect such analyses. Therefore the percentages 
usually shown by matching the only available book figures — total sales 
and total distribution expense — have no value as a measure of the 
apportionment of such expenses as between different products and dif­
ferent territories, or, for example, between renegotiable and nonrenegoti­
able business. It would appear that some segregation by expansion of the 
chart of accounts is warranted at least to avoid the intermingling of the 
allowable and unallowable elements of these expenses where government 
contracts are involved.
Adequate analysis of distribution expenses cannot be based on per­
centage bases of allocation alone. Special studies must be made of the 
sources of all charges to each expense account. Those charges which are 
direct (and may be identified directly with a product, territory or cus­
tomer, et cetera) are not difficult to apply. Problems arise, however, 
where indirect expenses such as branch office expense or clerical wages 
must be allocated. In such cases decisions concerning the proper alloca­
tion bases are generally far more difficult than their equivalent in manu­
facturing expense where only products and departments must be con­
sidered. In the case of distribution expenses, different bases must be 
devised for such allocations to sales classified by:
1. Customers
2. Products
3. Special deals
4. Classes of customers
5. Geographical territories
6. Salesmen
7. Channels of distribution
8. Size of orders
9. Method of delivery
10. Terms of sale
In many industries, analysis of past performance is not considered 
enough. Standards are frequently established to control such expenses.
T he importance of adequate analysis and control of distribution costs 
should not be overlooked. In many businesses, distribution costs repre­
sent the major portion of the total cost of producing and delivering
* For more detailed discussion of this subject see N.A.C.A. Index  (reference 1), also 
Chapter 17, page 9 of Contemporary Accounting.11
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merchandise into the hands of the consumer. Moreover, adequate alloca­
tions of such expenses are frequently required where pricing arrange­
ments are questionable under the Robinson-Patman Act.
It is beyond the scope of this chapter to discuss the innumerable 
methods available for analyzing, accounting for and controlling such 
expenses. However, it is desirable for the CPA to become thoroughly 
familiar with the subject.12
Budgets and Break-Even Points
Under this heading are included the types of cost calcu lations of most 
use to the management in future planning and in the making of decisions, 
as opposed to accounting for what has happened. These prospective 
investigations and methods are equally as important to management 
as cost accounting. W ithout such information, management is placed in 
the same category as a civil engineer who attempts to build a structure 
without a blueprint. Budgets, cash forecasts and proforma statements 
based on varying levels of manufacturing and sales volume (if based 
on good cost accounting) provide management with the most valuable 
information to be realized from maintaining accounting records.
T he most common methods of budgeting and planning are as follows:
1. Variable B u d g e ts  — T h e s e  are projected expense budgets at various levels of 
production and sales volume. A detailed analysis is made of each overhead 
expense account for each production department. Those expenses which are 
fixed or relatively fixed require the least amount of study. However, those 
expenses which vary with production (material handling, wages, supplies, 
and so on) require critical measurement for each level of production capacity 
and in accordance with the product mix. Schedules are then developed to 
project such expenses for each assumed level of volume.
Similar analysis is made of selling, delivery and administrative expenses at 
varying levels of sales activity.
Such schedules together with projections of standard material and direct 
labor costs at varying volumes arc then used to prepare pro forma (projected) 
profit and loss statements and balance sheets according to the level of pro­
duction, and sales and the sales product mix which may he anticipated.
2. B reak-E ven  P o in ts  — T h e  break-even point is the level at which neither profit 
or loss w ill be realized under assumed operating conditions. It is the point 
at which sales less direct costs (including direct distribution costs) will gen­
erate sufficient profit to cover fixed costs. It may be determined and sum­
marized or graphed from the data developed for variable budgets.
3. Special  S tud ies  — These are often required where a company is considering 
discontinuing or adding products or to determine the effect of lowering or 
increasing plant capacity, changes in inventory investment, gross profit in­
creases and decreases, fluctuations in burden rates on existing products, addi­
tional selling expenses and so on.
It should be observed in connection with special studies that the cost 
concept which produces an identical cost for each unit of a production
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run, so useful for financial accounting, has no place where the company 
is concerned with the incremental cost of each additional un it of pro­
duction.*
Government Contract Costing
T he costs to be recovered under a cost-plus-fixed-fee contract are a 
m atter of agreement between the contractor and the government, based 
on Armed Services Procurement Regulations, Section XV. On other 
types of contract, except competitive advertised bid jobs, some costs 
which may be included by agreement under a cost-plus-fixed-fee contract 
may be questioned. It would appear advisable for a company having 
any such contracts to expand its chart of accounts so that there is a full 
disclosure of the costs subject to disallowance or discussion. For a com­
plete discussion of the various types of government contracts, the cost 
concepts and the accounting requirements applicable to each, see N.A.C.A. 
Conference Proceedings of June 1951.13
Similarly the excess of the accelerated amortization allowance under 
certificates of necessity over estimated wear, tear and ordinary obso­
lescence m ight be carried separately to avoid getting an element into 
costs which will distort both present and future cost figures.
T he use of standard costs is desirable in all forms of government con­
tracting costing15,16 for the purpose of:
1. Improving estimating.
2. Reducing the scope and number of audits.
3. Furnishing the management with a tested technique for cost control and 
cost reduction.
4. Providing a “ceiling” for cost-plus-fixed-fee contract costs and a basis for 
developing estimating data to gradually make it unnecessary to use this form 
of contract.
T he issuances of precise regulations and rulings by the Departm ent of 
Defense as to the allowance or disallowance of costs establishes terms of 
reference for audit and disclosure of the degree of conformity or non­
conformity with these requirements. T he independent accountant whose 
scope of work includes the audit of costs on government contracts can, 
by using these terms of reference for the coverage and content of his 
audit, and w ithout passing on the merits of the government’s position, 
produce a report for his client that should be acceptable as well to the 
government. It m ight then be expected that the government’s own audit 
would be greatly reduced in scope or even dispensed with.
* For more detailed discussion see “Streamlining Your Overhead”;10 page 12 of Chap­
ter 17 of “Contemporary Accounting;”11 the N.A.C.A. Yearbook of 1940; and two books, 
one by Joel Dean on "Managerial Economics, ’ ’3and the other by J. Maurice Clark on 
“Studies in the Economics of Overhead Costs.” 13 Both the latter books are recom­
mended for a clear insight into the number of cost concepts and the limitations of 
those usually reflected in the books of account.
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CO N CLU SIO N
Cost accounting has long since ceased to be a mere clerical adjunct to 
the financial accounting system.
It has a major impact on the financial statements and great possibilities 
as a management technique. It can and should be the m ain reliance of 
management in meeting severe price competition if and when a buyer’s 
market prevails in the economy.
T he service the CPA can render his client strictly from the financial 
accounting standpoint, while of major importance, is limited. A sound 
knowledge of cost concepts and their application will greatly enlarge the 
field of his contribution to business managements. If the CPA does not 
equip himself to cope with all aspects of management control through 
cost accounting and budgeting he will be doing his client a disservice. He 
should learn to think as a businessman and approach the interim  require­
ments of his client with such an outlook. This, together with his knowl­
edge of accounting principles and audit requirements, makes him the 
most logical consultant for his client to retain.
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Appendix A
SPECIFIC PO IN TS IN THE SURVEY A N D REPORT  
PERTAIN IN G  TO THE IN STALLATION  O F COST  
A CC O U N TIN G  SYSTEM S
W hen the CPA is called upon to make a survey of his client’s m anu­
facturing operations and products for the purpose of recommending a 
suitable cost accounting system, or reviewing the adequacy of an existing 
cost system, there are certain data peculiar to such investigations which 
he must obtain. Chapter 22 extensively outlines the various techniques 
adaptable to general survey work and it is not necessary to repeat such 
techniques here. Rather, this section is offered as a general checklist of 
inform ation which should be obtained to arrive at an adequate decision 
as to the most desirable methods of cost accounting and cost control.
Determining What the Client Expects the 
Cost Accounting System to Accomplish
It is of utmost importance that the CPA understand the purposes which 
his client expects a cost accounting system to serve. T o  some extent this 
will determine the method of costing and the cost concepts to be investi­
gated and recommended. It is, of course, the duty of the consultant to 
point out any misconceptions that the client may have regarding what 
inform ation is made available through the various methods and how 
such data can be used.
Before time is wasted making unnecessary investigations of possible 
systems applicable to the client’s operations, the answers to the following 
general questions should be obtained:
1. To what extent does the client anticipate and desire budget and other 
management planning results to be projected from the cost data developed?
2. Does the client wish to use the unit costs which are developed for the pur­
pose of setting selling prices?
3. Is management primarily interested in factory and departmental operating 
reports or in the development of unit costs?
4. Is management interested in developing distribution costs as well as factory 
costs?
5. Is management willing to enforce reporting procedures which are developed?
6. What does management have in mind regarding the types of reports and 
the frequency and timeliness thereof?
7. Would management be satisfied to group products together into several 
classes in lieu of repeatedly studying individual unit or lot costs?
8. To what extent is it necessary to segregate raw material, work in process and 
finished goods inventory accounts during interim periods? If one control 
account may be used in lieu of three, the clerical savings in expenses can 
be substantial.
9 . What basis of inventory costing is used for audit purposes ( L i f o , F i f o , 
cost, lower of cost or market)?
1
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10. Does the client belong to a trade association that has promulgated a recom­
mended cost system for its industry?
11. Has a bank or other creditor suggested or required that a system be adopted? 
If so, what information is required by the creditor?
12. Does the client currently have or does he expect to obtain government 
contracts?
13. Are there any governmental accounting restrictions or requirements that 
will affect the ultimate installation?
W ith these questions answered, the CPA is better equipped to begin 
his survey to determine the best methods of accounting for material, 
direct labor and burden.
Survey of Accounting for Direct Material
Each m anufacturing operation and business has its own peculiarities 
and it would be difficult, if not impossible, to develop a complete check­
list to cover every such situation. Following is a list of some basic exam­
inations that should be made and questions that should be answered in 
each survey;
1. A thorough study should be made of the products which are manufactured 
to determine if they are completely custom-made, semicustom and semi- 
repetitive or fixed and repetitive. This will determine the extent to which 
material cost standards may be used. Where materials are at least somewhat 
repetitive, less clerical effort is required if standards are used for such items.
2. What are the logical groupings of products? Products which use inter­
changeable materials, parts and subassemblies may be grouped together into 
a product class, and material price variances and trends can be accounted for 
under product classes instead of individual units. This will reduce clerical 
expenses.
3. Does the engineering department have complete bills of material (or 
formulas in the case of chemical and similar process industries) available 
which may be used for building up unit and finished product material costs?
4. Where special materials are purchased for a specific order, does the purchase 
order specify the particular order number or description? Here much 
clerical expense may be saved if such charges are made directly to a job 
order in lieu of carrying costs through the general raw material accounts 
and records.
5. What percentage of the total unit material cost of the products is comprised 
of sundry and inexpensive hardware items such as nuts, bolts and screws? 
Would unit costs become distorted if such items were expensed and charged 
through overhead? Much clerical expense may be saved if it is not necessary 
to account for small items as direct costs.
6. I f  the client maintains a production or material control system the pro­
cedures should be thoroughly surveyed to determine:
a. The extent to which current plant reports may be used for cost account­
ing and reporting purposes wi th perhaps some modification. For ex­
ample, a requisitioning system may be in use, or in lieu thereof, bills of 
material may be used for withdrawing material from stores. Either of 
of these reports may be used for costing purposes.
b. What is the effectiveness of the reports and the accuracy and general
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results obtained from the present system? This is best determined by 
examining adjustments made to perpetual records when physical inven­
tories are taken and questioning service, engineering and sales personnel 
about incomplete, erroneous or delayed partial shipments. Eve ry effort 
should be made to avoid duplication of reports and records for produc­
tion control and cost accounting purposes.
7. Where material cost standards can be adopted it must be determined whether 
the price variance should be expensed when the material is purchased or 
when it is used. This depends to some extent upon the fluctuations between 
production and sales. If production is extremely high and sales are quite 
low during a period, the immediate expensing of purchase variances can 
easily distort the gross profit which results from such practice. However, such 
expensing is preferable from the standpoint of clerical economy because 
perpetual records need not carry costs. The speed of costing material usage 
requisitions is substantially increased where standards are used.
8. Does the operation entail a great deal of purchasing and selling of parts 
which are not modified or worked upon before they are sold? If so, is it 
necessary to apply a burden rate to such items for the purpose of absorbing 
material handling costs when setting sales prices and costing such sales?
9. Is the reporting of scrap and obsolescence tightly controlled?
10. Are any government contracts contemplated or in existence which require 
separate or special material accountability?
Survey of Accounting for Direct Labor
Following is a list of basic information that should be obtained and 
questions that should be answered before the method of accounting for 
direct labor is determined:
1. What is the number of persons engaged in direct and indirect labor within 
the manufacturing group?
2. What labor operation or process sheets are available for products and 
what is the extent of coverage? These are a basic requirement of a standard 
or a detailed estimated cost system.
3. If there is a standards, methods or time study department in existence, what 
is the extent of standards coverage by departments and by products and what 
are the future plans for extending such coverage?
4. If any systems of wage incentives are used or contemplated, what problems 
in accounting for labor are involved?
5. A study should be made to decide whether labor is or should be on the 
basis of day work, piece rate, incentives; how set-up and down-time should 
be accounted for; and whether operation cards are needed and the extent 
of information required therefrom. Where a job order cost system is to be 
adopted, it will be necessary to have each operator’s report of time spent on 
each order. Where a standard cost system is to be used or if it is a process 
industry, the labor exception reporting method may be used. This is a 
system whereby each worker is assigned as a direct or indirect worker in 
each department and his time is so accounted for unless an exception report 
is prepared and forwa rded to the cost department when he temporarily 
changes his job. Such a system is extremely inexpensive when compared 
with job clock cards.
6. Is there sufficient identification of job order numbers to permit the workers 
or timekeepers to adequately report time against a job order if this is
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required? Such identification is available on blueprints, production orders 
and process sheets.
7. What is the number of times that the average worker changes from one job 
order to another, or is temporarily transferred to another department, or 
from direct to indirect labor and vice versa?
8. It is important to examine the payroll journal and union contract (if one 
exists) to determine whether departmental or labor grade average rates may 
be adopted to eliminate specific individual rate costing of direct labor 
reports.
9. Interested parties such as foremen, the superintendent and manufacturing 
executives should be interviewed to find what labor control information is 
desired. Are data required by department, operator, product, operation, 
product groups, machine groups or all of these? Are hourly as well as 
monetary data desirable?
10. Where labor job tickets are required, are time clocks, pneumatic chutes or 
intercommunication boxes the best method for reporting time? What is the 
number of reporting stations required and what are their probable locations?
11. An examination of the production control and dispatching system should be 
made to see if current reports applicable thereto are suitable (perhaps with 
slight modification) for labor cost reporting purposes. Would labor cost 
reports be of benefit to this department for machine loadings and other 
controls?
12. Where an estimated cost system is anticipated, all historical time reports, 
estimate files and special studies and reports should be examined to deter­
mine whether they are satisfactory for the purpose of building reliable labor 
estimated costs.
Survey of Accounting for Burden
Following is a list of b a s ic  investigations that should be made before 
the method of accounting for burden is determined;
1. An investigation of the various productive departments should be made to 
determine both the extent of variance in burden rates between each and the 
proportionate amount of time that each product spends in each department. 
Where the burden rates vary considerably and the different products flow 
through several departments and require quite different processing times 
in each, departmental burden rates are generally required in lieu of a plant­
wide burden rate if accurate unit product costs are desired.
2. What is the most logical cost breakdown for burden centers? It is best to 
keep such breakdowns in conformance with the allocation of supervision to 
the extent that such categories are acceptable from an accounting stand­
point.
3. Depending upon the variance in labor rates, the nature of machinery and 
number of machines simultaneously handled by one operator or a crew of 
operators, it is necessary to select the best method of applying burden (that 
is, machine hour rate, direct labor dollar rate, direct labor hour rate, et 
cetera).
4. Each of the objective burden accounts should be examined to determine the 
best method of allocating direct overhead charges to burden centers (water 
and light meters, indirect supply requisitions, fixed asset location ledgers for 
depreciation charges, and so on).
5. It is necessary to determine the most logical segregation of factory service 
departments and decide upon the reports required or studies needed to
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allocate service department expenses back to productive departments. 
Examples are area studies for heat, time and material reports for main­
tenance men.
6. Is the present chart of accounts suitable for expansion to a departmental 
accounting basis?
7. What should be done for the segregation of unallowable costs under 
government contracts?
Survey of Accounting for Distribution Costs
Certain basic data m ust be obtained  before procedures are suggested  
for operating an accounting or statistical record of d istribution  costs. 
After such data are known, an exam ination  o f each sellin g  and adm inis­
trative expense report should  be m ade to determ ine the source docum ents 
that are the basis o f original entries affecting the accounts and the source 
docum ents in  turn m ust be studied to arrive at a proper basis of alloca­
tion  for each type of charge.
T h e  general basic data w hich should  be know n before exam in ing  
source docum ents are as follows:
1. The various methods of distribution that are used such as jobbers, distributors, 
agencies, franchise men, et cetera.
2. Whether special discount or commission arrangements are in effect pertaining 
to products, customers, geographical areas, salesmen and so on.
3. The categories under which such expenses should be distributed such as:
a. Geographical areas. e. Type of distributor or salesmen.
b. Specific customers. f. Specific distributors or salesmen.
c. Specific products. g. Specific promotional deals.
d. Product groups.
A fter the above data are known, an exam ination  should  be m ade of 
each account and source docum ent to determ ine the best m ethod of 
m aking direct charges and of allocating indirect charges.
Submitting the Report
It is generally necessary to subm it a w ritten  report o f findings and  
recom m endations fo llow in g  such a survey. Oral reports or conferences 
lean toward becom ing disorganized and too m uch tim e is often  spent dis­
cussing sm all insignificant points w hile m ajor considerations rem ain  
untouched.
Such a report should  contain  enough detail to answer the questions 
w hich naturally arise in  the m ind of an executive w ho is n o t necessarily 
fam iliar w ith  the reporting requirem ents and other im plications of 
in stallin g a cost accounting system. Effort should  be m ade to keep m inute  
details at a m inim um  because these are better discussed orally after the 
client has digested the report. T h e  CPA should, in  every case, m ake 
arrangem ents to discuss the report w ith  his clien t after the c lien t has had  
tim e to study the recom m endations.
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It is important that the report include the following basic data, but 
not necessarily in the order listed:
1. T he purpose of the survey.
2. Findings pertaining to the present system or lack of system.
3. A brief description of the general recommendations.
4. T he advantages to be gained from the recommendations.
5. A generally detailed descrip tion of the proposed methods for each depart­
ment, product and cost element.
6. T he estimated cost of installing and of operating the system.
7. T he method of installing the system or the “plan of attack.”
It is again emphasized that the CPA must constantly keep in mind that 
he is proposing and suggesting the use of accounting as a tool for man­
agement — for use during interim periods and for projections, estimates, 
forecasts, controls and other purposes which go beyond the keeping of 
records for audit and tax purposes. The survey must be made, the systems 
and methods selected and the report written with this as the primary 
objective.
Actual installation of the system is a step-by-step process, too compli­
cated and too varied to be outlined here. An important factor, however, 
is the “phasing” of the installation. In many situations, it should go 
forward a section at a time with periods in between to consolidate. 
Appraising the availability of essential data and the readiness of person­
nel to absorb the system is a key factor in making a successful installation.
Finally, it must be remembered that any system will go “off the tracks” 
and that no matter how well it was designed in the first instance, it needs 
to be tightened up, revised and quite often reduced in some aspects after 
the shakedown period. It is good practice to provide for this review and 
revision in the original understanding with the client.
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Appendix B
EXCERPTS FROM THE 
REPORT 
OF THE
COMMITTEE ON COST CONCEPTS AND STANDARDS
OF THE
American Accounting Association
☆
1951
☆
AMERICAN ACCOUNTING ASSOCIATION 
Urbana, Illinois
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T he committee report contained five sections as follows:
I. Introduction
II. Cost Concepts
III. Cost Accounting and Financial Accounting
IV. The Role of Cost Accounting in Cost Control
V. Special Cost Studies
Only Sections II and III are included in this appendix. The 
report was published in the April 1952 issue of the Accounting  
Review. — Editor.
Membership of the 1951 Committee 
on Cost Concepts and Standards, 
American Accounting Association
G eorge W. L afferty  
Frazer and Torbet 
Houston, Texas
A dolph  M atz 
University of Pennsylvania
H arry J. O stlund 
University of Minnesota
V ern V incent  
University of Tennessee
L aw rence  J. B en nin g er , Chairman 
University of Missouri
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II. COST CONCEPTS
There is a wide diversity in the use of terms and concepts employed in 
cost computations. This diversity is the result of a variety of causes. One 
of these is the different conditions under which costs may have to be 
computed. Economists have developed some concepts related to cost. 
Accountants have developed some that are applicable to the solution of 
their problems. Engineers have to consider costs, and their concepts and 
terminology have been developed according to their needs. Many persons 
have faced cost problems without training or wide experience, and 
consequently have improvised concepts to serve limited purposes. Also, 
writers in the field of cost accounting, not content to follow others, often 
appear to have sought to introduce an element of orginality into their 
statement without giving thought to potential confusions.
In stating concepts, certain requirements should be met as far as 
possible. A concept already recognized should be stated in terms in 
which it has become generally familiar, as long as the term is clear and 
readily understood. The concept should be stated and used in such a 
manner that there is the least possible doubt concerning its meaning. 
It should be stated in terms consistent with the use to be made of it and 
with the actual phenomena with which it deals. Successful fulfillment of 
these requirements in any statement of concepts indicates the achievement 
of a high ideal. Even a substantial approach toward fulfillment will be a 
worthy accomplishment. Concepts develop as the need for them arises; 
and as needs change concepts may also change, or may even have to be 
abandoned in favor of more useful ones. This has been true in the 
precise natural sciences and most certainly it must be true in accounting 
and business administration. The following statement of concepts is 
therefore made with full awareness of its tentative nature.
COST is foregoing, measured in monetary terms, incurred or poten­
tially to be incurred to achieve a specific objective.
The term “cost” is a generic term purposely defined broadly so as to 
encompass all the various types of cost employed by the cost accountant. 
When the term is specifically used, it is always with reference to the 
object costed — it has to do with the cost of something. There is also 
implicit in the use of the term the fact that cost is incurred by some 
person or group of persons. If the above definition of cost is accepted, 
then a logical definition of cost accounting would be:
COST ACCOU NTING is the measurement of cost in accordance with 
the needs of business management.
HISTORICAL COST is cost measured by actual cash payments or 
their equivalent at the time of outlay.
Such measures of cost are verifiable by records of transactions that have
8
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occurred or by commitments definitely made. Historical costs are ordi­
narily the relevant costs to use in connection with general accounting. 
They have no relevance to administrative decisions concerning the future 
except to the extent to which the past may throw light on the future. 
T he terms historical cost, original cost, and actual cost are often used 
interchangeably, and such usage will be followed in this report.
F U T U R E  COSTS are costs expected to be incurred at a later date.
Future costs are significant to decisions of management concerning 
operations in the future. T o  a limited degree, the past may be projected 
into the future, but, by and large, experience with the past merely pro­
vides management with the skill to predict, with varying degrees of cer­
tainty, and to draw conclusions on the basis of these predictions. The 
extent to which historical cost data have provided pertinent information 
in  the past, and the accuracy with which various cost relationships have 
been established, will strongly affect the extent of management’s probing 
into the future and the reliability of its predictions.
R E P L A C E M E N T  COST is cost in the present market.
Where the objective of management is the acquisition of data relevant 
to a current valuation of assets or of the preparation of a statement of 
income in economic terms, this concept is a useful one.
S T A N D A R D  COSTS are scientifically predetermined costs.
A  standard is an established measure expressed in terms of definite 
specifications and applicable within a given area or to a given situation. 
T he standard cost of a product or operation is the cost of that product 
or operation if the production has taken place or if the operation has 
been carried out strictly in accordance with certain specifications which 
were established as standard. In  the production of goods, specifications 
are made and thus standards are set with respect to quantities of materials 
to be used and the acquisition cost of those materials, labor time to be 
used and the wage rates specified therefor, and overhead to be incurred 
and charged under certain specified conditions.
Since standard costs may serve management for a num ber of purposes, 
the standards that are constructed are established in terms of the purposes 
that they are primarily to serve. There can be, therefore, no one standard 
cost of anything, bu t there may be several different standards to what­
ever extent needed to serve the purposes at hand. T he meaning of cost 
standards in a given situation and the interpretation of variances there­
from presupposes an understanding of the standards used in relation to 
the purposes they primarily serve.
E S T IM A T E D  COSTS are predetermined costs.
Estimated costs differ from standard costs in that less care and objec­
tivity are employed in their measurement. Although they may be utilized
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in lieu of standard costs, less reliance can be placed upon them in con­
trast to the use of more scientifically predetermined costs.
P R O D U C T  COST is cost associated with units of output.
Such costs are particularly pertinent to the problem of financial state­
ment preparation. They are utilized in establishing inventory values and 
in ascertaining periodic profits. They may be used for general pricing 
purposes and for ascertaining the profitableness of different lines of 
product or different services rendered. Depending upon the objective in 
mind, such costs may be measured in terms of historical, future, replace­
ment, standard or estimated costs.
PERIOD COST is that cost associated with the income of a time period.
Narrowly applied, as a contrasting term to product cost, this concept 
refers to all costs except product costs that are charged against the revenue 
of a time period. Used broadly, period cost refers to all charges against 
the revenue of a time period, including product costs.
D IR E C T  COSTS are those costs obviously traceable to a unit of output  
or a segment of business operations.
Such costs have particular significance in the area of determ ination of 
product costs and in the development of aids for the control of business 
operations. It must be kept in m ind that any classification of cost into 
direct and indirect is relative, that many costs, although not traceable 
directly to an object being costed, are actually components of the object 
being costed. T he greater the num ber of costs directly assignable to the 
object being costed, the more valid will be the cost accountant’s efforts 
in supplying accurate cost data useful to management.
PR IM E  COSTS are the labor and material costs directly traceable to 
a unit of output.
In  the historical development of cost accounting, the early use of this 
term was synonymous with the term “direct costs.’’ However, with the 
development of more refined techniques of cost measurement, a greater 
num ber of costs may now be classified as direct.
IN D IR E C T  COSTS are those costs not obviously traceable to a unit of 
output or to a segment of business operations.
T hus defined, the term indirect costs is synonymous with overhead 
costs. These costs are commonly associated with units of ou tput by means 
of an overhead rate or rates. Prior to such association, various bases of 
allocation are employed to allocate indirect costs to operations, processes 
or departments. T he relativity of the terms direct and indirect should 
be clearly understood. Whereas certain costs may be indirect relative to 
product, they may be direct to other objects, such as a machine, an 
operation, or a department.
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FIXED COSTS are those costs which do not change in total as the
 
rate of output of a concern or process varies.
VARIABLE COSTS are those costs which do change in total with 
changes in the rate of output.
The terms fixed and variable must be conceived as relative rather 
than as absolute terms. If a sufficiently large change occurs in the rate 
of output, practically all costs may be caused to vary. On the other hand, 
if the change in output is small, it might be difficult to find and measure 
any change in costs. Consequently, it is generally understood that the 
terms fixed and variable as employed in a given case apply to an assumed 
or specified range of output. Variable costs need not vary in direct 
proportion to the rate of output. Depending upon the cost components 
involved and their relationship to output, the patterns of variation may 
be many and diverse.
The terms semivariable and semifixed costs have come into use in 
recent years. Some accountants distinguish rather vaguely between the 
two terms, but the general concept of these terras grows out of the fact 
that there are some elements of cost that apparently remain fixed over 
a relatively small range of variation in output and then abruptly change 
to a new level, remaining fixed again over another short range of output. 
This situation may better be described by calling these same costs vari­
able, but noting that they do not vary continuously with output but 
rather by steps. It is proposed that a clearer expression of these conditions 
would be to preserve the terms fixed and variable costs and then to 
recognize two conditions of variation, namely, practically continuous 
variation and intermittent variation. Thus variable costs would be 
classified as continuously variable costs and intermittently variable costs. 
Very few costs except component material costs conform to the concept of 
continuous variability. Even then if product units are large and the 
component material units large, the costs will vary by perceptible quanta.
O PPO RTU N ITY COST is the measurable advantage foregone as a 
result of the rejection of alternative uses of resources whether of materials, 
labor, or facilities.
Since the decision to employ resources for one purpose or in one 
manner and to reject others is made for the future, it follows that oppor­
tunity costs, when they are relevant to a decision, are a type of future 
costs.
IMPUTED COSTS are costs that do not involve at any time actual 
cash outlay and which do not, as a consequence, appear in the financial 
records; nevertheless, such costs involve a foregoing on the part of the 
person or persons whose costs are being calculated.
In many cases, these foregoings may be measured as opportunity costs.
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E xam p les o f such  costs are salaries o f ow ner-operators o f s in g le  p ro p rie to r­
sh ip  or p artnersh ip  enterprises, ren ta l va lu e o f  o w n ed  prop erties, and  
in terest o n  in vested  cap ita l. A lth o u g h  such  costs d o  n o t  co n stitu te  h is­
torica l costs an d  a lth o u g h  they m ay at tim es n o t be p recise ly  m easu rab le, 
they m ay be v ita lly  sign ifican t facts in  m a k in g  business decision s. D ec i­
sion s so affected  m ay in v o lv e  the ch o ice  o f g o in g  in to  b u sin ess for o n e ’s 
se lf as an  a ltern a tive  to w ork in g  for salary, or a d ec is io n  to  ap p ly  a 
p o rtio n  o f o n e ’s cap ita l to a cq u ir in g  a b u ild in g  in stead  o f  ren tin g  an d  
u sin g  that cap ita l in  som e o th er  w ay. T h e  in c lu s io n  o f im p u ted  costs 
also  becom es im p o r ta n t in  the m a k in g  o f certa in  cost stud ies in v o lv in g  
com p arison s b etw een  concerns op era ted  as corp ora tion s w ith  others  
op era ted  as persona l en terprises or b etw een  the use o f a m a ch in e  process 
an d  a h an d  process.
CONTROLLABLE COSTS are those costs subject to direct control at 
some level of managerial supervision.
T h e se  costs are n o t the eq u iv a len t o f  variab le  costs. T h e y  m ay in c lu d e  
fixed  costs. For ex a m p le , a p la n t service d ep a rtm en t sh o u ld  b e a b le  to  
co n tro l the cost o f  w in d o w  w a sh in g  even  th o u g h  w in d o w  w ash in g  m ay  
be classified  as a fixed  cost. O n  the o th er  h an d , p ow er cost m ay represen t  
a variab le  cost, b u t b ecause o f  the im p ra ctica b ility  o f m eter in g  p ow er to  
certa in  o p era tio n a l areas, such  costs w ill  be u n c o n tro lla b le  in  these areas. 
D ep en d in g  u p o n  the d ep a rtm en ta l area in v o lv ed  and  tech n iq u es a v a il­
ab le  for cost m easu rem ent, a specific cost m ay be classified  b o th  as co n ­
tro llab le  an d  u n co n tro lla b le . T o  an  u n m etered  d ep artm en t, pow er  
usage m ay be u n co n tro lla b le ; to the d ep a rtm en t p ro d u c in g  pow er, p ow er  
p ro d u c tio n  cost m ay be co n tro lla b le  co m p le te ly  or in  part.
UNCONTROLLABLE COSTS are those costs not subject to control 
at some level of managerial authority.
R e n t cost m ay b e su b ject to  the co n tro l o f th at m an agem en t w h ich  has 
the a u th or ity  to m ake an d  ren ew  leases. O n the o th er  h an d , ren t cost 
w o u ld  be u n co n tro lla b le  by a d ep artm en ta l su pervisor w h o  has been  
assigned  a certa in  a m o u n t o f space. A t the lev e l o f the d ep a rtm en ta l 
supervisor, ren ta l cost is u n co n tro lla b le .
JO INT COSTS exist when from any one unit source, material or 
process, there are produced units of goods or services which have different 
unit values.
T h e se  “u n its  o f  good s or serv ices’’ are term ed  jo in t  prod ucts. T h e  
re la tive  p rop ortion s o f jo in t  p rod u cts m ay vary con sid erab ly  in  d ifferen t 
situ a tio n s ra n g in g  a ll the w ay from  scrap to p rod ucts o f  ap p ro x im a te  
eq u a lity . U su a lly  jo in t  prod ucts o f m in o r  sign ifican ce are classified  as b y­
products. T h e  jo in t  costs are the to ta l costs incu rred  up  to the p o in t  o f  
separation . J o in t  prod ucts m ay ex ist  w ith in  a business even  w hen  end-
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p rod ucts or services p rod u ced  are n o t them selves jo in t  p roducts. W h en  
the several u n it  areas o f a b u ild in g  h ave d ifferen t ren t va lu es, the ren ta l 
cost o f  the b u ild in g  as a w h o le  is a jo in t  cost. A lth o u g h  in  p ractice  
various ex p ed ien ts  are u sed  to  a p p o r tio n  jo in t  costs a m on g  p rod u cts or 
services, there is n o  k n o w n  accurate m eth o d  o f jo in t  cost a p p o rtio n m en t.
SUNK COSTS are historical costs which are irrecoverable in a given 
situation.
A  classic illu s tra tio n  o f  a su nk  cost is the cost o f  d r ill in g  a dry o il  w ell. 
T h e  recovery o f cost is co n tin g e n t u p o n  the y ie ld  o f the w ell. S h o u ld  the  
y ie ld  be in su ffic ien t to recover the costs in curred , such  costs w ill  n o t  be 
re levan t to fu tu re  d ecis ion s m ade w ith  respect to the w ell. T h e  essen tia l 
fea tu re o f su nk  costs in  m a k in g  m an ageria l d ecis ion s is that they m ay be  
irre levan t e ith er  in  w h o le  or in  part.
DISCRETIONARY COSTS, often termed escapable or avoidable costs, 
are those costs which are not essential to the accomplishment of a man­
agerial objective.
M an y costs are o f the type that m u st be in cu rred  in  order to a tta in  
an  u ltim a te  o b jective . O thers m ay n o t be essen tia l. F or ex a m p le , it  m ay  
b e d em on stra ted  that k eep in g  w alls o f a factory d ep a rtm en t p a in ted  
m ay h ave som e effect on  o u tp u t, d irectly  or in d irectly . H ow ever, it  m ay  
n o t b e necessary to p a in t  those w alls. I t  m ay be m erely  a m atter  o f  
ad m in istra tiv e  ch o ice. A lso , if  the w alls are p a in ted , it  is a m atter  o f  
d iscretio n  as to  h o w  o ften  the p a in t in g  sh a ll be d on e . T h e  sam e m ay be 
said  o f  m any  o th er  costs. T h is  co n cep t m ay h ave con sid erab le  sign ifican ce  
w h en  study is m ad e o f cost b eh av ior  sin ce o b v io u sly  som e costs b eh ave  
as they d o  b ecau se o f ad m in istra tiv e  d ecision .
POSTPONABLE COSTS are those costs which may be shifted to the 
future with little or no effect on the efficiency of current operations.
T h e se  costs d iffer from  d iscretion ary  costs in  that they m ust be incu rred  
at som e d ate. E xam p les o f p o stp o n a b le  costs are repairs and  overh au ls  to 
m ach in ery  an d  eq u ip m en t w h ich  a lth o u g h  essen tia l to co n tin u ed  effi­
c ien cy  m ay be d eferred  w ith  lit t le  or n o  effect o n  current op eration s.
OUT OF POCKET COSTS are those costs which with respect to a 
given decision of management give rise to cash expenditures.
T h ese  costs are re levan t w here co m p lete  p rod u ct costs h ave lit t le  or n o  
relevance. In  s itu a tio n s  w h ere  m a n a g em en t is in terested  in  w h eth er  a 
p a rticu lar  ven tu re  w ill b e sufficiently p rofitab le  to carry at least the cash  
ex p en d itu res  occasion ed  by the ven tu re, this co n cep t has sign ificance.
DIFFERENTIAL COSTS are the increases or decreases in total cost, or 
the changes in specific elements of cost, that result from any variation in 
operations.
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M ost freq u en tly  th is co n cep t is a p p lied  to changes in  to ta l cost resu ltin g  
from  changes in  the v o lu m e o f o u tp u t. W h en  so ap p lied , the con cep t  
becom es p ractica lly  syn onym ous w ith  m arg in a l cost. H ow ever, the co n ­
cep t has a m u ch  w id er  a p p lica tio n . F or ex a m p le , it  is u n q u estio n a b ly  
a p p lica b le  to the costs in cu rred  in  p rocessin g  an d  d isp o s in g  o f a by­
p rod uct, w h ich  costs w o u ld  n o t h ave b een  in cu rred  h ad  the m ateria l so 
processed  b een  p erm itted  to go  to w aste. A lso , it  is ev id e n t that d iffer­
en tia l costs m ay, u n d er certa in  co n d itio n s , con sist o n ly  o f variab le  costs. 
H ow ever, in  m a k in g  som e d ecision s, d ifferen tia l costs m ay a lso  con ta in  
e lem en ts that are or w ill  b ecom e fixed . A d d in g  a n ew  process or ch a n g in g  
a process so as to req u ire  a d d it io n a l eq u ip m en t are illu stra tio n s. D if ­
feren tia l costs are u su a lly  th o u g h t o f as in crem en ts. T h e y  a lso  h ave their  
d ecrem en ta l aspects as w ell. A  red u ctio n  in  v o lu m e o f o u tp u t  w ill  be  
accom p an ied  by som e red u ctio n  in  to ta l cost. In  m ost b u sin ess d ecision s  
in v o lv in g  ad ju stm en ts o f  p o licy , d ifferen tia l costs are the m ost re levan t  
costs.
III. COST ACCOUNTING AND FINANCIAL ACCOUNTING
A  basic o b jectiv e  o f  cost a cco u n tin g  stated  ear lier  in  this report is “T o  
a ccu m u la te  costs necessary to the p rep ara tion  o f gen era l fin an cia l sta te­
m en ts .” In  a cco m p lish in g  this ob jective , cost a cco u n tin g  draw s from  
d ata  co n ta in ed  in  the basic fin an cia l records. H ow ever, it  refines an d  
u tilizes  such  d ata  to fa c ilita te  (1) the p rep ara tion  o f the o p era tin g  and  
fin an cia l b ud gets, thereby  assisting  in  the es ta b lish m en t o f a profit goa l, 
an d  (2) the d e term in a tio n  o f p er io d ic  profits as w e ll as costs re la ted  to 
in ven tor ies , thereby p ro v id in g  an over-all check  o n  the a tta in m en t o f  
the profit goal.
Establishment of a Profit Goal
B u d gets are essen tia l to the esta b lish m en t o f  a profit goal. T h e y  m ay  
a ttem p t to set u p  in  ad vance a p la n  o f  actio n  e ith er  for the im m ed ia te  
fu tu re  or a lo n g er  p eriod  o f tim e. A  m aster b u d g et consists o f  finan cia l, 
sales, p ro d u ctio n , se llin g  exp en se , ad m in istra tive  exp en se , an d  o th er  
b ud gets. E ach  b u d g et, or its su b d iv is ion , is m ad e the re sp o n sib ility  o f  
an ex ecu tiv e , d ep artm en t head , or forem an . R ep orts are issued  by the  
cost a cco u n tin g  or b u d g et d ep a rtm en t to h ig h lig h t  actu a l p erform an ce in  
com p arison  w ith  lim its  set by the b u d get. B u dgetary  am ou n ts are based  
p artly  o n  past ex p er ien ce  an d  partly  o n  ex p ec ted  fu tu re  co n d itio n s .
Successfu l b u d g e tin g  requ ires the d e ta iled  co llec tin g , record ing , an d  
su m m ariz in g  o f  transactions d ea lin g  w ith  a ll com p on en ts o f  cost. T h e  
a ch iev em en t o f  th is task revolves arou n d  the chart o f accoun ts, the cost 
system , an d  the co m p a n y ’s p o lic ie s  regard ing  the trea tm en t o f cost e le ­
m ents. A s d eta ils  are rep orted  to  d ep a rtm en t h eads an d  forem en , m a n ­
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a g em en t is ab le  to observe and  b rin g  in to  focus the variou s segm ents o f  
the to ta l p ic tu re  as la id  d o w n  in  the b u d get. T h e  progress tow ard  fin a n ­
cia l year-end success is co n stan tly  g u id e d  an d  co n tro lled  by action s taken  
d a ily , w eek ly , an d  m o n th ly  by cost a cco u n tin g  tech n iq u es an d  procedures. 
P er iod ica lly , actu a l resu lts w ill  be con trasted  w ith  a rev ised  b u d get, i.e., 
the o r ig in a l b u d g et recon stru cted  in  the lig h t o f  actu a l h ap p en in gs .
T h e  chart o f  accoun ts is the v eh ic le  to  d irect the fin an cia l transactions  
o f  the business in to  p rop er a cco u n tin g  ch an nels. T h e  co d in g  or n u m b er­
in g  system  sh o u ld  be d esig n ed  to p erm it efficient record in g  an d  p ro m p t  
rep ortin g . A t tim es, d ata  gathered  in  the accoun ts m ay h ave to be furth er  
su b d iv id ed  for a d d it io n a l analysis. T h is  is p articu lar ly  true in  con n ectio n  
w ith  d is tr ib u tio n  costs. T h e  chart o f  accou n ts sh o u ld  a llo w  for the  
p rep ara tion  o f  a n n u a l f in an cia l sta tem en ts in  h arm on y  w ith  p la n n ed  
in te n tio n s  as sh ow n  in  the b u d get. A t the sam e tim e, it  sh o u ld  p rov id e  
the cost d ep a rtm en t w ith  the p o ss ib ility  o f  rep o r tin g  and  a n a lyzin g  the  
costs for m an ageria l g u id a n ce  th ro u g h o u t the fiscal p eriod  w ith o u t  
req u ir in g  too  m u ch  a d d it io n a l analysis.
C losely  re la ted  to  the chart o f accoun ts is the cost system . B asica lly , 
tw o  types o f  cost system s ex ist: the actu a l cost an d  the p red eterm in ed  or 
standard  cost system . H ow ever, the lin e  o f d em arca tion  b etw een  each  
type in  m od ern  co stin g  m ay b e ten u ou s. A n  actu a l cost system  m akes 
use o f p red eterm in ed  figures, p articu lar ly  in  co n n ectio n  w ith  the ch arg in g  
o f m a n u fa c tu r in g  exp en ses to  jobs, p roducts, an d  d ep artm ents. M ost 
standard  cost system s in c lu d e  the d e term in a tio n  o f  actu a l costs.
Determination of Profits
C ost a cco u n tin g  is greatly  in flu en ced  by dogm as, d octrin es, p r in cip les, 
an d  co n v en tio n s  g en era lly  adhered  to or p racticed  by the p ro fession  o f  
a ccou n tan cy  as a w h o le . I t  is the p u rp ose  o f  th is section  to  ex a m in e  these 
dogm as, d octr in es, e t cetera, w h ich  are p articu lar ly  sign ifican t to  the cost 
accou n tan t's efforts in  the area o f  in co m e d e term in a tio n  and  the re la tio n  
o f costs to in ven tor ies .
The Dogma of Consistency
C onsistency  refers to the use o f  a cco u n tin g  m eth od s and  p rocedures  
fo llo w ed  w ith  such  u n ifo rm ity  that com p arison s am o n g  tim e p eriod s are 
fa c ilita ted . In  d ea lin g  w ith  re la tio n sh ip s  b etw een  cost a cco u n tin g  and  
fin an cia l acco u n tin g , it  is assum ed  th at co stin g  m eth od s are con sisten t  
w ith  fin an cia l a cco u n tin g  m ethod s. Such an  agreem en t estab lish es the  
o ften  e x p o u n d ed  and  d esirab le  tie-in  o f the cost accoun ts w ith  the  
fin an cia l accounts. H ow ever, as a forecaster an d  an  in terp reter, the cost 
a cc o u n ta n t’s ro le  is h am p ered  if  a narrow  in terp re ta tio n  o f con sistency  
is m ade the cornerston e o f  h is activ ities. M an y reports an d  analyses  
prep ared  by the cost a cco u n ta n t com e from  sources o u ts id e  o f th e  records,
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an d  such  d ata  m ay n o t be based  u p o n  h istorica l cost. C onsistency , in so ­
far as the cost a cco u n ta n t’s efforts are con cern ed , m ust refer to p resen tin g  
d ata  h a v in g  reference to sim ilar  situ a tio n s in  com p arab le  form .
The Doctrine of Materiality
T h is  has to d o  w ith  the sign ifican ce o f am oun ts. In  cost a cco u n tin g  
th is d octr in e  p lays a part in  co n n ectio n  w ith  the u ltim a te  d isp o s itio n  o f  
over- or under-absorbed  overhead , standard  cost variances, u n u su a l ga in s  
or losses, an d  m any  o th er  item s.
The Cost Convention
In  the a p p lica tio n  o f  p r in c ip les  o f con sistency  an d  m ateria lty , cost 
a cco u n tin g  is stron g ly  in flu en ced  by such a cco u n tin g  co n v en tio n s  as the  
“cost” co n v en tio n  an d  the “p er io d ” co n v en tio n . T h e  term  “cost” as 
u su a lly  em p lo y ed  in  fin an cia l a cco u n tin g  refers to the use o f h istorica l 
cost as a basis for transferring  va lu es from  o n e  o b jectiv e  to an oth er , from  
o n e  c lassification  to an oth er , an d  from  on e  process or activ ity  to an oth er . 
A lth o u g h  h istor ica l cost is im p o r ta n t for fin an cia l a cco u n tin g  purposes, 
it  m u st be k ep t in  m in d  that co stin g  is rarely based  u p o n  such  cost. T h e  
use o f  o r ig in a l costs in  the costin g  process is alw ays a ccom p an ied  by  
estim ates an d  a p p o r tio n m en ts  th at are based  u p o n  assu m p tions. E ven  if  
the actu a l costs are used  in  ch arg in g  m ateria l an d  lab or costs to products, 
m a n u fa ctu r in g  exp en ses are o ften  taken  to p rod u ct v ia  a p red eterm in ed  
rate. T h erefo re , as a m atter  o f  fact, p ure h istor ica l co stin g  d oes n o t take  
place . F urther, for m an ageria l g u id a n ce  in  b usin ess tactics and  p rice­
settin g , the o r ig in a l cost is se ld om  h e lp fu l. R ep la ce m en t or fu tu re  costs 
w ill n eed  to be su b stitu ted . H ow ever, at the p resen t tim e, any con version  
o f h istorica l costs to rep lacem en t or fu tu re  costs sh o u ld  be su p p lem en tary  
w ith  respect to form al fin an cia l sta tem ents based  u p on  h istorica l cost.
Convention of on Accounting Period
T h e  co n v en tio n  o f  an a cco u n tin g  or fiscal p eriod  d eals w ith  the d esir­
a b ility  o f  sep ara tin g  the life  o f  an  en terprise  in to  co n v en ie n t tim e spans, 
u su a lly  years, for the p u rp ose  o f  rep o rtin g  to ow ners, investors, and  
g o v ern m en t agencies. T h is  a cco u n tin g  co n v en tio n , w h ich  has as its  
o b jective , com p arab len ess , has led  to tw o a cco u n tin g  classifications s ig n if­
ican t to the re la tio n sh ip  b etw een  fin an cia l an d  cost accou n tin g:
1. C a p ita l  a n d  re v e n u e  e x p e n d itu re s . T h is  c lassification  looks u p o n  e x p e n d i­
tu re s  as b e lo n g in g  to  o n e  of tw o g ro u p s. T h e  “ c a p ita l” e x p e n d itu re  g ro u p  
co n sid ers th e  cost as b e lo n g in g  essen tia lly  to  m o re  th a n  o n e  a cc o u n tin g  
p e r io d . P e rio d ica lly , th e re fo re , a p o r t io n  o f th is  cost is s e p a ra te d  fro m  th e  
basic  c a p ita l charg e  a n d  tra n s fe rre d  as a charg e  a g a in s t c u r re n t  incom e. O th e r  
e x p e n d itu re s  c o n sid e re d  d irec tly  a p p lic ab le  to  th e  p e r io d  u n d e r  rev iew  a re  
tak e n  as d e d u c tio n s  fro m  c u rre n t  rev en u es.
2. P ro d u c t a n d  p e r io d  costs. T h is  d iv is io n  of costs re p re se n ts  b asica lly  a re fin e ­
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m e n t o f th e  c ap ita l-rev e n u e  classifications fo r p u rp o ses  o f cost a cco u n tin g . 
R e v e n u e  charges a re  re la te d  e ith e r  d irec tly  to  th e  p ro d u c t (p ro d u c t cost) o r  
d irec tly  to  th e  re v en u e  o f th e  p e r io d  in  w h ich  in c u rre d  (p e rio d  cost). N o  
h a rd  a n d  fast ru le  can  be  g iven  w ith  re sp ec t to  th is tw o-fold  d iv is io n . U sually  
th e  c lassification  is based  u p o n  a c o m p a n y ’s o r  in d u s try ’s ex p erien ce , in te n ­
tions, co n v en ien ce , a n d  ex p ed ien cy , o r  u p o n  in s tru c tio n s  issued by re g u la to ry  
bodies. W h ere  m a te ria l  a m o u n ts  a re  n o t inv o lv ed , e rro rs  re la tiv e  to  th e  
c lassification  o f som e re v e n u e  d e b its  as e ith e r  p ro d u c t o r  p e r io d  costs have 
l i t t le  sign ificance. H o w ev er, w h ere  am o u n ts  a re  m a te ria l, th e  d o c tr in e  of 
consistency, b ro a d ly  in te rp re te d ,  sh o u ld  be  a g u id e  to  th e  p ro p e r  h a n d lin g  
o f these  charges.
Direct and Indirect Costs
T h e  p rod u ct-p eriod  cost c lassifications are greatly  in flu en ced  by d iv i­
sion s o f cost o n  the o n e  h a n d  in to  d irect an d  in d irec t an d  on  the o th er  
in to  fixed  an d  variab le . D irect costs are assum ed to co n stitu te  in sep arab le  
parts o f  the p rod u ct u n it  cost. In d irec t costs arise w here there appears  
to b e n o  im m ed ia te ly  m easu rab le re la tio n sh ip  b etw een  certa in  exp en ses  
an d  p rod uct. F actory overhead , d is tr ib u tio n  exp en se , and  a d m in istra tive  
ex p en se  are su b classifications o f in d irec t cost. In  ord er to  o b ta in  as 
co m p le te  a cost o f p rod u ct as p ossib le  for fin an cia l a cco u n tin g  purposes, 
factory  overh ead  is ord in a r ily  re la ted  to p rod u ct by m eans o f  a rate or 
rates. Som e a ttem p ts h ave b een  m ade in  recen t years to d o  w ith  d istr ib u ­
tio n  ex p en se  m u ch  the sam e as has b een  d o n e  w ith  m a n u fa ctu r in g  
exp en se: to  re la te  such  costs to p rod u cts so ld  by m ean s o f rates. In  
con trast to factory overhead , h ow ever, it  is d ifficu lt to re la te  causally  
such  costs to p rod uct.
R e la tiv e  to m a n a g em en t’s prob lem s in  co n n ectio n  w ith  the con tro l o f  
cost th rou gh  b u d g etin g , costs classified  as in d irec t for p rod u ct co stin g  
p urposes m ay b e d irect for co n tro l purposes. T h e  test o f d irectness in  
th is la tter  case is w h eth er  the ex p en se  is traceab le to the su p erv is ion  o f  
som e resp on sib le  ex ecu tiv e . I t  sh ou ld  b e k ep t in  m in d , h ow ever, that 
even  th o u g h  traceab le d irectly  to som e supervisory area, the cost m ay  
n o t b e su bject to the co n tro l o f the supervisor. (See d e fin itio n  o f co n ­
tro lla b le  costs.)
Fixed and Variable Costs
T h e  fixed -variab le  c lassification  o f cost affects the p eriod -p rod u ct classi­
fica tion  in  th at m any  accou n tan ts fee l that fixed  costs sh o u ld  be charged  
to  p rod u ct by m ean s o f  a n orm al overhead  rate or rates. D ep e n d in g  u p o n  
the p articu lar  co n cep t o f  n o rm a l em p loyed , for ex a m p le , practica l cap a­
city , n orm al u tiliza tio n  o f p la n t, or m erely  a n orm al seasonal rate, vary ing  
am ou n ts o f fixed  cost w ill be taken to p rod uct. A lso , am ou n ts o f  year-end  
cap acity  variances w ill  d iffer d e p en d in g  u p o n  the type o f overh ead  rates 
em p loyed . T h e  c lassification  o f  costs in to  fixed  an d  variab le , an d  the  
se lec tio n  o f a p articu lar  co n cep t for n o rm a liz in g  fixed  cost w ill  seriously  
affect the p rod u ct-p eriod  cost classification .
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Standard Costs
In  m any respects, p rob lem s in  n o rm a liz in g  fixed  overh ead  costs are 
in h eren t in  the n o rm a liza tio n  process th at takes p la ce  w h en  standard  
costs are u tiliz e d  an d  such  stand ard  costs are u sed  as an  in tegra l p art o f 
the en tire  system  o f  accounts. W h ere  p rod u ct costs are co m p u ted  on  a 
stand ard  cost basis for fin an cia l a cco u n tin g  purposes, the p articu lar  co n ­
cep t o f  standard  em p lo y ed  by the in d iv id u a l firm w ill affect the product-  
p eriod  cost classification . Id ea l or near-id ea l standards ten d  to  g ive  rise to  
variances w h ich  are com m o n ly  charged  e ith er  to cost o f  good s so ld  or to  
profit an d  loss. O n  the o th er  h an d , the m ore standards are estab lish ed  
w ith  reference to p ractica lly  a tta in a b le  goals, variances arisin g  ten d  to  
represen t ex cep tio n s. H o w ev er  treated  these ex cep tio n s  w ill  h ave less 
effect o n  the p rod u ct p eriod  classification  than  variances arisin g  w h en  
id ea l or near-id eal con cep ts o f standard  are em p loyed .
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SPECIAL INVESTIGATIONS
Common T ypes
Fraud and Embezzlement. Valuation Problems. Contract Negotiation 
and Controversies over Contracts.
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(Fraud and Embezzlement; Valuation Problems; Contract Negotia­
tion and Controversies over Contracts). Additional Procedures in 
Investigations Generally (Use of Nonaccounting Records; Use of Ratios 
and Statistics). Engaging Outside Experts. Specialization of Staff Men 
(Qualifications).
Problems R elated to Financially Embarrassed 
D ebtors and Bankruptcy
National Bankruptcy Act. increased Use of Accountants. Acts of 
Bankruptcy. Engagement of Accountant by Receiver or Trustee. 
Condition of Records. Work of the Accountant; Fees and Other 
Considerations.
T estimony on Special Investigations 
R eporting on Special Investigations
Limiting the Report. Supporting Conclusions. Use of Graphs and 
Charts.
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Report on Special Investigation Concerning an Insurance Claim. 
Report on Special Investigation as to Accounting Principles and Pro­
cedures and Financial Policies and Practices of a Corporation.
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Special Investigations
BY FRANK S. GLENDENING
M a n y  f r i n g e  p r o b l e m s  co n fro n tin g  accou n tan ts h ave n o t p rev iou sly  
b een  m ade the su b ject o f  form al trea tm en t by the p rofession . T h is  seem s 
to be p articu lar ly  true o f  the su bject m atter for th is ch ap ter sin ce it  is 
ev id e n t that C hapters 13 to 23, in c lu siv e , cover the m ore prosaic phase  
o f the certified  p u b lic  a cc o u n ta n t’s w ork  an d  there is an  a b u n d a n ce  o f  
litera tu re  on  those top ics w h ich  is already a v a ila b le  to the p ractition er .
O n the contrary, w h ile  m any artic les h ave b een  co n tr ib u ted  to a cco u n t­
in g  p er iod ica ls  co n cern in g  ex tracu rricu lar  services rend ered  by the C P A  
there seem s to be m ore o f a p au city  o f read in g  m atter  o n  sp ec ia l in v esti­
g a tion s by accou n tan ts than  on the o th er  tasks w h ich  they p erform . Yet, 
the m ost in terestin g  w ork w ith  w h ich  the C P A  m ay have to d eal fa lls  
w ith in  th is category.
T h e  m ost com m on  types o f sp ec ia l in v estig a tio n s  are those req u ired  
because of:
F ra u d  a n d  em b ezz lem en t ( in c lu d in g  in v es tig a tio n s  fo r  stockho lders). 
V a lu a tio n  p ro b lem s.
C o n tra c t n e g o tia tio n  a n d  con tro v ersies  over con trac ts .
G o v e rn m e n t re g u la tio n s  (n o t d iscussed  in  th is  c h a p te r  because  of th e  g re a t 
v a r ia tio n  in  th e ir  p u rp o se  a n d  n a tu re ) .
Fraud and Embezzlement
F raud has b een  d efin ed  as b e in g  any cu n n in g , d ecep tio n , or artifice  
used  to c ircum ven t, cheat, or d ep rive  an oth er . A  d iction ary  d e fin itio n  is 
“an in te n t io n a l p erversion  o f tru th  to in d u ce  an o th er  to part w ith  som e­
th in g  b e lo n g in g  to h im , or to su rrender a lega l r ig h t.’’ Fraud consists  
in  an u n d u e  ad van tage taken  o f a party u nd er circum stances w h ich  m is­
lead , con fuse , or d isturb  the ju st resu lts o f h is ju d g m en t, and  thus exp ose  
h im  to be the v ic tim  o f  the w illfu l, the im p o rtu n a te , an d  the cu n n in g .
B u sin ess frauds m ay occur in  m any d ifferen t w ays an d  the C P A  m ay be  
en gaged  to d etec t them  or to ascertain  the e x te n t o f  them . M an agem en t  
m ay be accused  o f d e fra u d in g  shareholders, d eb to r  m ig h t d efrau d  cred ­
itor, partner m ig h t d efrau d  partner, em p lo y ee  m ig h t d efrau d  em p loyer , 
se ller  m ig h t d efrau d  purchaser, a gen t m ig h t d efrau d  p rin c ip a l, an d  v ice
1
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F r a u d  h a s  b e e n  d iv id e d  b y  B y rn e s ,  B a k e r ,  a n d  S m i th  i n  t h e i r  1948 
e d i t i o n  o f  A u d i t i n g 1  i n to  tw o  c la s s if ic a t io n s :
1. The m isappropriation of money or merchandise.
2. O ther m anipulations.
T h e  s e c o n d  c la ss  w o u ld  in c lu d e  th e  f a ls i f ic a t io n  o f  th e  r e c o r d s  so  t h a t  
p r o f i ts  w o u ld  h e  in c o r r e c t ly  s ta te d .
M a n y  f r a u d s  a re  c o m m i t t e d  u p o n  th e  g o v e r n m e n t  o r  th e  p u b l ic .  T h e s e  
w o u ld  i n c lu d e  m is r e p r e s e n ta t io n s  in  f in a n c ia l  s t a te m e n t s  i s s u e d  i n  c o n ­
n e c t io n  w i t h  th e  sa le  o f  s e c u r i t ie s ,  b a n k  f r a u d s ,  f r a u d  in  t e r m i n a t i n g  w a r  
c o n tr a c t s ,  f r a u d u l e n t  ta x  r e tu r n s ,  a n d  f r a u d u l e n t  b a n k r u p tc ie s .  W h i l e  
th e  S e c u r i t ie s  a n d  E x c h a n g e  C o m m is s io n ,  th e  I n t e r n a l  R e v e n u e  B u r e a u ,  
th e  F e d e r a l  B u r e a u  o f I n v e s t ig a t io n ,  th e  G e n e r a l  A c c o u n t in g  O ffice , th e  
F e d e r a l  R e s e r v e a n d  N a t i o n a l  B a n k  e x a m in e r s  a n d  o t h e r  g o v e r n m e n t  
a g e n c ie s  in v e s t ig a te  th e s e  p u b l i c  f r a u d s ,  th e  se rv ic e s  o f  th e  i n d e p e n d e n t  
C P A  a r e  o f te n  u t i l i ze d  b y  p a r t i e s  a t  in te r e s t .
E m b e zz le m e n t  is d e f in e d  in  B o u v i e r ’s L a w  D ic t io n a r y  as “ th e  f r a u d ­
u l e n t  a p p r o p r i a t i o n  o f  p r o p e r ty  b y  a p e r s o n  to  w h o m  i t  h a d  b e e n  e n ­
t r u s t e d  o r  to  w h o s e  h a n d s  i t  h as l a w f u l ly c o m e .” T h e  c r im e o f  e m b e z z le ­
m e n t  is a  s t a tu t o r y  o ffe n se  a n d  is u n k n o w n  to  c o m m o n  la w . T h e  te rm s  
“ t h e f t ” a n d  “ e m b e z z l e m e n t” c a n n o t  c h a r a c te r i z e  th e  s a m e  a c t.  “ R o b b e r y ” 
a n d  “ s t e a l i n g ” im p ly  w r o n g f u l  t a k i n g  o f  a n o t h e r ’s g o o d s , w h i le  “ e m ­
b e z z le m e n t” d e n o te s  th e  w r o n g f u l  a p p r o p r i a t i o n  o f  w h a t  r i g h t f u l l y  c a m e  
i n t o  o n e ’s p o sse s s io n .
E m b e z z le m e n ts  m o s t  c o m m o n ly  f o u n d  a re  m i s a p p r o p r i a t i o n s  o f  c a sh , 
s e c u r i t ie s ,  in v e n to r y ,  s m a l l  to o ls , d ie s , o r  s u p p l ie s .
Valuation Problems
T h e  C P A  m a y  b e  e n g a g e d  to  d e t e r m i n e  v a lu a t io n s  fo r ;
1. Partnerships.
2. Purchase or sale of a business.
3. Reorganizations and mergers.
4. Extension of loans or credits.
5. Estate or gift tax purposes.
6. Insurance coverage and claims.
7. Condemnation proceedings.
8. Bankruptcies.
A ll  o f  th e s e  c la sses  o f  v a l u a t i o n  p r o b le m s  h a v e  c e r t a i n  f e a tu r e s  in  
c o m m o n  b u t  e m p h a s is  o n  so m e  d i s t in c t iv e  p h a s e s  o f  e a c h  r e d u c e s  th e m  to  
t h r e e  m a i n  c a te g o r ie s :
Fair market value (1) to (5) inclusive.
Actual cash value (6) and (7).
Liquidating value (8).
Fair m arket value is the basis in five out of eight of these classes of
valuation problems (although in some cases “book value” may be sought,
1 See references at end of this chapter.
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w hich is a more normal auditing function). In this chapter there is con­
sidered the accountant’s approach to the valuation of the stock of a closed 
corporation in connection with the computation of Federal gift or estate 
taxes. This class of valuation has been selected for discussion since it 
involves problems similar to the others enumerated in the “fair market 
value’’ category and the subject is increasingly important to the CPA 
because these cases are becoming more and more common.
Contract Negotiation and Controversies over Contracts
The CPA may be engaged for assistance in negotiating cost-type con­
tracts, the computation of price adjustments under escalator clauses, 
under price redetermination contracts, under target contracts, and also 
lor the examination of performance under trust agreements. In the case 
of government contracts, the CPA’s services are in demand in the event 
of renegotiation, price redetermination, and in the investigation of dis­
puted elements of costs. (See Chapter 23 lor data on costs.)
In the event of a cancellation of a commercial contract, certified public 
accountants are sometimes engaged for the purpose of determining costs 
and profits under the provisions of the Uniform Sales Act. Similarly, 
their services might be used in evaluating claims for damages in infringe­
ment and royalty cases or in the determination of payments under 
licensing and royalty agreements. More often, their services are re­
quired in the case of cancellation or termination of contracts between 
clients and the government.
CONDUCTING A SPECIAL INVESTIGATION
The accountant who performs any investigation of the types listed in 
this chapter must constantly remind himself of the intent and purpose 
behind the request for his services. Special investigations require all of 
the technical skill, sound judgment, courage, independence, imagination, 
and integrity which are the hallmarks of our profession.
In his usual work, the CPA is auditing and reporting upon the affairs 
of persons who have selected him and who will pay for his services. In 
many special investigations, the CPA is engaged by parties which are 
separate and distinct from the persons under examination and in some 
cases they may be antagonistic to each other.
The CPA who is requested to make a special investigation must decide 
if the assignment is acceptable to him. Twenty years ago some account­
ants tabulated and certified to the results of marketing surveys or polls 
for the purpose of advertising the popularity of a product. If the result 
of the tabulation was unfavorable, the promotion campaign might be 
altered or abandoned by the advertiser. There has been much less of 
this public marketing of the accountant’s certificate in recent years but 
any question of ethics or the sacrifice of professional dignity must be 
decided upon the facts in each case.
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T he need for independence of the CPA in the conduct of regular 
auditing assignments is accentuated in the case of a special investigation, 
and before undertaking the latter he must be sure to inform his principals 
of even the slightest connection which he may have with the parties to 
be examined.
Many special investigations require a prognostication into the future. 
While such estimates of future operations and their results may quite 
properly be prepared by the CPA he must advise his client that he cannot 
certify as to the accuracy of any forecasts. Rule No. 12 of the Rules of 
Professional Conduct of the American Institute of Accountants forbids 
the use of a m ember’s name so as to suggest that he vouches for the 
accuracy of forecasts as to earnings contingent upon future transactions.
Planning a Special Audit Program
Before embarking upon a special investigation, the accountant in 
charge and seniors of the staff who are assigned to the work should have 
a clear understanding of its purpose, and every procedure which is 
adopted must be directed toward that end. Many studies of prospective 
operations require a greater knowledge of cost accounting or of budgeting 
than they do of auditing.
Any investigation, the need for which is created by the existence of 
a contract, must include a study and interpretation of the contractual 
terms as a part of the audit program. If the CPA is engaged by a bonding 
company to ascertain the extent of a fraud or embezzlement, he must 
have a knowledge of the terms of their fidelity insurance contract.
Fidelity bonds indemnify the insured for loss caused by the dishonesty 
of employees through larceny, theft, embezzlement, forgery, m isappro­
priation, wrongful abstraction, willful misapplication, or other fraud­
ulent or dishonest acts. Fidelity bonds usually provide that loss is 
covered only if the act causing such loss is committed by any employee 
while the bond is in force as to such employee and if such loss is dis­
covered and reported to the underwriter not later than two years after 
the cancellation of the bond as to such employee. T he insured is always 
obligated to notify the underwriter promptly after discovery of any dis­
honest act and must upon request make available for investigation by the 
underwriter all books and other records relating to the claim, and the 
underwriter may be limited to two months following the filing of proof 
within which to verify the loss by appropriate investigation.
T he CPA must at all times remain as unbiased as is humanly possible. 
He is obliged to advise his client before he begins the work if he has any 
mental or ethical reservations which would prohibit him from making 
the type of report which is desired.
Each special investigation requires a special program. T he most critical 
problem facing the accounting firm is in deciding what not to do.
It must be recognized that there are practical limitations involved in
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a n y  i n v e s t i g a t i o n  o f  f r a u d  o r  e m b e z z l e m e n t .  S e l d o m  is i t  p o s s ib l e ,  n o  
m a t t e r  h o w  t h o r o u g h  t h e  i n v e s t i g a t i o n  m a y  h a v e  b e e n ,  f o r  a n y o n e  to  
d e t e r m i n e  c o n c l u s i v e l y  t h e  p r e c i s e  m a x i m u m  l im i t s  as  t o  a m o u n t  o f  
f r a u d  o r  e m b e z z l e m e n t .  I t  is e q u a l l y  d i f f ic u l t  to  d e t e r m i n e  c o n c l u s i v e l y  
t h a t  n o  f r a u d  o r  e m b e z z l e m e n t  h a s  o c c u r r e d .  W h i l e  th e s e  s t a t e m e n t s  m a y  
s e e m  e x t r e m e ,  t h e  f o l l o w i n g  f a c t o r s  c o n t r i b u t e  t o  t h i s  s i t u a t i o n :
1. Most investigations of possible fraud or embezzlement are necessarily some­
what lim ited as to scope. There is usually no point, for example, in spending 
thousands of dollars searching for a possible loss of a few hundred dollars.
2. The available records and other evidence may be so limited (either having 
been destroyed or never existent) as to preclude a definite determ ination of 
the extent of fraud or embezzlement.
3. T he variety of possible techniques of fraud or embezzlement, particularly 
where forgery, collusion, or conspiracy are present, make all-inclusive deter­
minations exceedingly difficult if not impossible.
Expansion of Normal Procedures
T h e  v a r i a t i o n  b e t w e e n  t h e  a u d i t  p r o g r a m  f o r  a  r e g u l a r  a n n u a l  a u d i t  
a n d  t h e  p r o g r a m  f o r  a  s p e c i a l  i n v e s t i g a t i o n  m a y  b e  d u e  to  t h e  i n c l u s i o n  
o f  a u d i t i n g  t e c h n i q u e s  n o t  o r d i n a r i l y  u s e d ,  o r  r e s u l t f r o m  a  m a j o r  e x t e n ­
s i o n  o r  e x p a n s i o n  o f  n o r m a l  a u d i t i n g  p r o c e d u r e s .  M a n y  i t e m s  i n  t h e  
a c c o u n t s  m a y  b e  o f  n o  i n t e r e s t  o r  o f  o n l y  s l i g h t  i n t e r e s t .  O t h e rs  m a y  
r e q u i r e  a n  i n v e s t i g a t i o n  f a r  m o r e  d e t a i l e d  i n  s c o p e  t h a n  w o u l d  o r d i n a r i l y  
b e  t h e  case.
Fraud and Embezzlement
E x t r e m e  c a r e  m u s t  b e  e x e r c i s e d  w h e r e  f r a u d  o r  e m b e z z l e m e n t  is s u s ­
p e c t e d  n o t  t o  d i v u l g e  t h e  i n t e n t  t o  c o n d u c t  a  s p e c ia l  p u r p o s e  e x a m i n a t i o n  
p r i o r  t o  t h e  c o m m e n c e m e n t  o f  t h e  f i e ld  w o r k, t h e r e b y  f o r e w a r n i n g  a n y  
p e r s o n s  s u s p e c t e d .  S ta f f  m e m b e r s  s h o u l d  n o t  h a v e  a d v a n c e  k n o w l e d g e  
o f  n a m e s  o f  a n y  p a r t i e s  c o n n e c t e d  w i t h  t h e  c o n t e m p l a t e d  i n v e s t i g a t i o n  
a n d  t h e  C P A  m u s t  c a u t i o n  h i s  p r i n c i p a l  a g a i n s t  p e r m i t t i n g  i t  to  b e c o m e  
k n o w n  e v e n  to  e x e c u t i v e  s e c re t a r i e s .  I t  is o f t e n  a d v i s a b l e  t h a t  e v e n  t h e  
p r i n c i p a l  n o t  b e  t o l d  o f  t h e  e x a c t  d a t e  o n  w h i c h  t h e  i n v e s t i g a t i o n  w i l l  
b e g in .
T h e  s c o p e  o f  w o r k ,  a t  l e a s t  a t  t h e  b e g i n n i n g ,  c a n  s o m e t i m e s  b e  p l a n n e d  
m o r e  e a s i ly  i f  t h e  s u s p i c i o n s  o f  a n  e m p l o y e e ’s a c t i o n s  h a v e  c r y s t a l i z e d  to  
t h e  p o i n t  w h e r e  h i s  m e t h o d  o f  e m b e z z l e m e n t  is a l s o  s u s p e c t e d .  I n  s u c h  
case ,  t h e  r e c o r d s  b e l i e v e d  to  b e  t a m p e r e d  w i t h  s h o u l d  b e  c o n t r o l l e d  a n d  
e x a m i n e d  firs t ,  w i t h o u t  o f  c o u r s e  p r e c l u d i n g  e x t e n s i o n s  o f  t h e  e x a m i n a ­
t i o n  i n t o  o t h e r  a r e a s  as  t h e  w o r k  p r o g r e s s e s .
N o r m a l  a u d i t  p r o c e d u r e  r e q u i r i n g  i m m e d i a t e  c o n t r o l  o f  c a s h  a n d  
s e c u r i t i e s  b y  t h e  a u d i t o r s  a r e  s u p p l e m e n t e d  b y  e n l a r g e d  te s ts  o f  c a s h  
t r a n s a c t i o n s  a n d  b y  p o s i t i v e  c o n f i r m a t i o n  r e q u e s t s  o f  a l l  r e c e iv a b l e s  a n d  
p a y a b l e s .  I f  t h e  p e r s o n  c o n t r o l l i n g  f u n d s  a ls o  m a i n t a i n s  c o n t r o l  o f  t h e
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assets o f a separate a ctiv ity  such as an em p lo y ees’ b en efic ia l associa tion , 
these extra  fun ds sh ou ld  be a u d ited  con cu rren tly  or im p o u n d ed  by others  
in terested  in  them  u n til au th ority  for a u d it can be o b ta in ed .
B ecause o f the p o ss ib ility  o f co llu s iv e  fraud, very lit t le , if  any re lian ce  
sh o u ld  be p laced  u p o n  the system  o f in tern a l con tro l. A ll office p ro­
cedures m ust be su bjected  to close scrutiny. T h e  sen ior  in  charge m ust  
con stan tly  p rob e estab lish ed  practices to ascertain  h ow  a fraud  or em ­
b ezzlem ent cou ld  be com m itted . H e  also  m ust con stan tly  p o lice  the w ork  
of h is su b ord in ates to p reven t them  from  b eco m in g  lackad a isica l on  any  
ro u tin e  ch eck in g  jobs.
T h e  a u d it program  d esign ed  sp ec ifically  to d etect fraud or em b ezzle­
m en t m ay em p lo y  m any a u d it in g  tech n iq u es n o t ord in arily  necessary. 
C ustom ary procedures m ay be con sid erab ly  ex ten d ed  as to scope. T h e  
ch eck in g  o f  ava ila b le  in tern a l data  w ith  o u tsid e  sources is on e  exam p le . 
In the case o f an a u to m o b ile  dealer, for in stance, a record can read ily  
be o b ta in ed  from  the factory o f a ll n ew  cars p urch ased  by the d ea ler  for 
a g iven  p eriod  ( in c lu d in g  serial num bers, et cetera). T h is  can be checked  
in  d eta il w ith  the records.
W h ile  n o t con clu sive , a rev iew  o f the tax returns o f su spected  in d i­
v id ua ls m ay y ie ld  u sefu l in form ation . Som e states m ake p ersonal in com e  
tax returns a m atter  o f p u b lic  record and  in fo rm a tio n . W isco n sin  is o n e  
exam p le .
M an agem en t p o lic ie s  m ust be observed  carefu lly  to d etect any d ev ia ­
tion  in  p ractice from  the estab lish ed  system . M any d efa lca tio n s and  
frauds h ave b een  a id ed  by the co n tin u ed  v io la t io n  or en tire  a b a n d o n ­
m en t o f procedures w h ich  w ere o r ig in a lly  in st itu ted  to p rev en t such  
frauds. W itn ess the case o f the su p er in ten d en t in  a w atch  factory w h o  
h a b itu a lly  n eg lected  to sign  req u isitio n s on  the g o ld  stores room  w hen  
h e n eed ed  go ld  for ex p er im en ta l purposes b ecause “it took  too  m uch  
t im e .” In  this case the storekeep er had  the h a b it o f issu in g  go ld  in  sm all 
q u a n titie s  to the su p e r in ten d e n t’s m essenger w ith o u t  req u is itio n , rather  
than in cu r the w rath  o f the su p er in ten d en t by d em a n d in g  on e. T h e  
m essenger go t in to  the h a b it o f se llin g  the go ld . S u sp icion s w ere aroused  
b ecau se o f an u n e x p la in e d  increase in  charges to the accou n t for ex p er i­
m en ta l exp en se , b u t the th e ft  was d etec ted  w h en  the m essenger fo o lish ly  
sold  the p u r lo in ed  go ld  to an assayer h av in g  close business co n n ectio n s  
w ith  h is em p loyer .
Fraud is o ften  com m itted  by h id in g  assets. T h e  rev iew  o f past records 
by an alert a u d ito r  m ay lead  to the d e tec tio n  o f u n rep orted  assets by 
check ing  the source o f prev iously  reported  revenue.
W h ere the C P A  firm n ow  on  the track o f a fraud  has p rev iou sly  b een  
co n d u c tin g  p er io d ic  au dits, their  ow n  procedures m ust be ex a m in ed  
th orou gh ly  an d  critica lly , preferab ly  by a p artner w h o  has had  n o  pre­
v iou s co n n ectio n  w ith  the c lie n t’s affairs.
A n  ex a m p le  o f the effect o f a change in  superv ision  o f an a u d it is fou n d
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in  the case o f a n o te  teller  for an in v estm en t h ouse w h o  succeeded  in  
fo o lin g  h is au d itors for a p eriod  o f fou rteen  years. H e  used  the p a ten t  
m eth o d  o f d raw in g a check  u p o n  h is em p lo y er ’s accou n t in  D ep ository  A  
in  favor o f h is em p lo y er ’s accou n t in  D ep ository  B. T h e  d ep o sit  w ou ld  
increase the bank b a lan ce as at M arch 31 and  w hen  the check was re­
tu rned  by A its d ate  was a ltered  to read “A p r il.” A  sm all part o f h is 
shortage was also h id d en  because he had in d u ced  a bank  teller  to accept 
as d ep osits on  M arch 31 in terest cou p on s d ated  A p ril 1. T h er e  had  b een  
n o  ex a m in a tio n  o f the d u p lica te  checks used  in  lie u  o f check  stubs. T h e  
quarterly  a u d it had  in c lu d ed  an  in sp ectio n  o f a ll checks issued  d u r in g  
o n ly  the th ird  m o n th  of each  quarter. T h e  a u d it program  was fo llo w ed  
assidu ously  by successive u n im a g in a tiv e  seniors in charge. T h e  shortage  
p yram ided  u n til  the a u d it program  was ch an ged  by a partner new  to the  
assign m en t and  the teller  becam e fr igh ten ed  and  confessed .
M an a g em en t practices m ay create circum stances w h ich  en cou rage  
em b ezzlem ent. In on e com p any  a rad io  d istr ib u tor  m ade specia l in d u c e ­
m ents in  the form  o f p referen tia l d iscou n ts to certain  custom ers. There 
was n o  estab lish ed  ru le  to g u id e  the auditors. O n on e  sale n o  d is­
cou n t w o u ld  be g iven  at a ll to M r. B ig  C ustom er and n ex t tim e 15% or 
20%  m ig h t be a llow ed  h im . C ash sales su pp orted  by vou ch er w ere m ade  
over the cou n ter  in  the d istr ib u to r ’s d ow n sta irs store. A d ay ’s co llec tio n s  
w ou ld  be en tered  in  the cash receip ts b ooks as fo llow s:
June 15 — Over-counter cash sales $ 50
Mr. Big Customer:
Gross $500
Discount 50 450
Total for day $500
Deposit for the day  $500
T y p ic a l o f sm aller businesses, the b ook k eep er o ften  m ade the daily  
bank d ep osits. A fter  h e had  b ecom e so greed y (a com m on  fra ilty  o f 
em bezzlers) that he tried  p ad d in g  the ad d itio n s in  the cash d iscou n t  
co lu m n  an d  offset it  by shortages in  the a d d itio n s  for cash receip ts, h is 
d ish on esty  was d iscovered  by a C PA .
A t this p o in t, the en tire  d isco u n t p o licy  was rev iew ed  an d  p erm ission  
was o b ta in ed  for the au d itor  to v is it the c l ie n t ’s b ank  and  ex a m in e  or ig ­
in a l d ep o sit  tickets. T h is  ex a m in a tio n  covered  a p eriod  o f ab ou t three  
years an d  m isap p rop r ia tion s w ere d etected  th ro u g h o u t the last tw enty  
m on th s o f that period .
T h e  June 15 d ep o sit  was fo u n d  to show:
Currency None
Check on Bank #320-13 (Mr. Big
Customer’s Bank) $500
Total deposit $500
H ere is an ex c e llen t  illu stra tio n  o f a case w here the d isco u n t practices
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o f the p ro p rie to r  resu lted  in  the p ilfe r in g  o f the $50 in cash co llec tion s.
T h e  rev iew  o f office procedures b e g in n in g  w ith  the m eth o d  o f h a n d lin g  
in co m in g  m a il and  record in g  the d isp o s itio n  o f each  le tter  rece ived  by  
the m a ilro o m  m ay som etim e d isclose irregu lar ities vary ing  from  the  
d irect th eft o f cash to the k itin g  o f checks received .
W h en  search in g  for the p o ss ib ility  o f fraud, the a u d ito r  sh o u ld  never  
fa il to check  u p o n  the a u th or ity  for a ll jo u rn a l cred its to cu stom ers’ 
accoun ts regardless o f w h eth er  they are classed  as a llow an ces, d iscou nts, 
returns, or bad  debts.
T h e  C P A  sh o u ld  m ake certa in  that p u rch asin g  p roced u res are tight. 
In  sm aller businesses w here the record in g  o f purchases, the ap p rova l o f  
m ateria l received , an d  the d isb u rsem en t o f fu n d s are in  the h an d s o f  on e  
person , the ex isten ce  o f fraud, theft, or graft m ay b e  p roved  by an  
acco u n ta n t o n ly  if  he also is a d etective . N o  ex a m in a tio n  o f  ord inary  
records can  overcom e such a co n d itio n  w h en  it  has b een  created  by 
ap a th etic  ab sen tee  ow ners.
T h e  m eth o d  o f d isp o s in g  o f  con ta in ers an d  o f scrap sh o u ld  b e com ­
p ared  w ith  the practices o f o thers in  the sam e industry . Som e con sid era­
tio n  sh o u ld  be g iv en  to cu rren t prices o f such  item s, to the p o ss ib ility  o f  
o b ta in in g  co m p etitiv e  b ids, an d  to the a m o u n t o f su p erv is ion  g iv en  to  
this d isp osa l p rob lem  by the top  m an agem en t. T h is  is a freq u en t source  
o f b usin ess losses even  w here fraud  d oes n o t ex ist.
P ayro ll frauds and em b ezzlem ents are o ften  p erp etra ted  by p la c in g  
n o n e x is te n t  persons on  the ro lls, by re ta in in g  persons on  the ro lls  after  
they h ave le ft  the em p lo y  o f  the com p any, and  by the m a n ip u la tio n  o f  
socia l security  taxes or o th er  d ed u ction s.
D e fa lca tio n s  w h ich  are covered  u p  by forgery are p a rticu lar ly  d ifficu lt 
to  find. In  o n e  case a forged  share lo a n  n o te  am ong  the assets o f  a savings 
an d  loan  a ssoc ia tion  had  b een  ex a m in ed  for several years an d  its ex isten ce  
h ad  been  confirm ed  by d irect corresp ond en ce w ith  the sh arehold er . T h e  
em b ezzlem en t by the secretary o f the assoc ia tion  had  b een  covered  by a 
series o f forgeries (1) on  the loan  a p p lica tio n ; (2) o n  the share loan  
note; (3) on  the response to the con firm ation  request. It w as d isclosed  
o n ly  w h en  the au d itors o p en ed  in co m in g  m a il an d  n o ted  that in terest on  
the loan  had  n o t b een  in c lu d ed  in  a rem ittan ce  from  the sh arehold er . 
T h e  “address” on  the records turned  o u t to be that o f the secretary’s best 
g ir l and  a secon d  con firm ation  was forw ard ed  to the sh a reh o ld er’s address 
as set forth  in  the te le p h o n e  d irectory. T h is  resu lted  in  the d isclosure  
that the sh areh o ld er had  never o b ta in ed  a loan  o n  h is shares.
T h e fts  from  cash receip ts m ay rem ain  u n d iscovered  for a lo n g  p eriod  
if  there is n o  satisfactory w ay o f p rov in g  the a m o u n t of fun ds d u e to be  
received . T h is  is p articu lar ly  true o f ren ew al an d  co n tin g en t com m ission s  
or o f royalty  co llec tio n s  w here the a m o u n t co llec ted  is co n tin g e n t u p on  
the occurrence o f certa in  events w h ich  are d ifficu lt for the rec ip ien t to  
m easure.
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Valuation Problems
T h e r e  a r e  a  h o s t  o f  i n s t a n c e s  i n  t h e  c a r e e r  o f  a  C P A  w h e n  h e  m u s t  l o o k  
b e y o n d  b a l a n c e  s h e e t  o r  b o o k  v a l u e s  a n d  i n q u i r e  i n t o  o t h e r  f e a t u r e s  o f  
t h e  a f f a i r s  o f  a  b u s i n e s s  f o r  t h e  p u r p o s e  o f  m a k i n g  a  m o r e  r e a l i s t i c  e v a l u a ­
t i o n  o f  i t .  I n  m a n y  i n s t a n c e s ,  t h e  t a x  a s p e c t s  a r e  o f  f o r e m o s t  i m p o r t a n c e  
a n d  d e c i s i o n s  b y  i n t e r e s t e d  p a r t i e s  r e g a r d i n g  a n y  a g r e e m e n t  t o  l i q u i d a t e ,  
p u r c h a s e ,  s e l l ,  r e o r g a n i z e ,  o r  m e r g e  m u s t  n e v e r  b e  m a d e  w i t h o u t  k n o w l ­
e d g e  o f  t h e  e f f e c t s  o f  t a x a t i o n .  ( S e e  C h a p t e r  2 1 ) .
E m p h a s i s  i n  v a l u a t i o n  c a s e s  i s  g e n e r a l l y  p l a c e d  u p o n  t h e  e a r n i n g s  
h i s t o r y  o f  t h e  b u s i n e s s .  T h e  c o m p a r a t i v e  r e c o r d  o f  i n c o m e  a n d  e x p e n s e s  
f o r  f i v e  y e a r s  a n d  s o m e t i m e s  f o r  t e n  y e a r s  m a y  b e  u s e d  t o  i l l u s t r a t e  t h e  
p o t e n t i a l  p r o f i t s  o f  a  b u s i n e s s  a n d  a  f o r e c a s t  o f  i t s  f u t u r e  e a r n i n g s  i s  c o n ­
s i d e r e d  t o  b e  a n  e x c e l l e n t  c r i t e r i o n  f o r  s e t t i n g  i t s  f a i r  m a r k e t  v a l u e .
I n  a t t e m p t i n g  t o  m e a s u r e  t h e  e f f e c t s  o f  a  l o s s  d u e  t o  b u s i n e s s  i n t e r r u p ­
t i o n  a f t e r  a  f i r e ,  w i n d s t o r m  o r  o t h e r  c a s u a l t y  o r  a  s i m i l a r  l o s s  o c c a s i o n e d  
b y  t h e  c o n d e m n a t i o n  o f  p r o p e r t y  a s  w e l l  a s  t o  e s t i m a t e  t h e  f u t u r e  p o s s i ­
b i l i t i e s  o f  a  b u s i n e s s  i n  a n y  o f  t h e  “ f a i r  m a r k e t  v a l u e ”  p r o b l e m s ,  t h e  
a c c o u n t a n t  m u s t  d r a w  u p o n  h i s  e x p e r i e n c e  i n  c o s t i n g  a n d  i n  b u d g e t i n g .
I n  m o r e  t h a n  o n e  c a s e , i n v e s t i g a t i o n  h a s  ] ) r o v e d  a  l a c k  o f  k n o w l e d g e  
o n  t h e  p a r t  o f  t h e  p r o p r i e t o r s h i p  a s  t o  w h i c h  p a r t  o f  t h e  o p e r a t i o n s  i s  
p r o f i t a b l e  a n d  w h i c h  i s  n o t .  I n  a c t u a l  e x p e r i e n c e  w i t h  m a n y  i n v e s t i g a ­
t i o n s  o f  a  c h a r a c t e r  w h e r e  a n  u n u s u a l  d e v e l o p m e n t  s u c h  a s  t h o s e  u n d e r  
d i s c u s s i o n  h e r e i n  h a s  o c c u r r e d ,  i t  h a s  b e e n  f o u n d  t h a t  c o s t  s y s t e m s  u s e d  
b y  t h e  m a n a g e m e n t  a r e  n o t  s a t i s f a c t o r y  b a s e s  f o r  t h e  d e v e l o p m e n t  o f  t h e  
d a t a  n e e d e d .  I n  o t h e r  c a s e s  n o  c o s t  s y s t e m  h a d  p r e v i o u s l y  b e e n  c r e a t e d .
A n  e x a m p l e  o f  t h i s  w a s  a  c a s e  w h e r e  b a n k e r s  e m p l o y e d  a n  a c c o u n t i n g  
f i r m  t o  i n v e s t i g a t e  c o s t s  i n  a  s i l k  t h r o w i n g  m i l l .  T h e  b a n k s  h a d  a l r e a d y  
m a d e  l a r g e  l o a n s  b u t  t h e  b u s i n e s s  w a s  l o s i n g  m o n e y .  T h e  m i l l ’ s o f f i c i a l s  
w e r e  d e c l i n i n g  n e w  b u s i n e s s  b e c a u s e  t h e y  c o n s i d e r e d  t h e  c o m p e t i t i v e  
p r i c e s  t o  b e  t o o  l o w .
I n  t h i s  i n s t a n c e  t h e  m i l l  h a d  n o  c o s t  s y s t e m  b u t  t h e  m a n a g e m e n t  h a d  
c o n c l u d e d  t h a t  t h e  m o r e  c o m p l i c a t e d  t h e  c r e p e  y a r n  t h e  h i g h e r  m u s t  b e  
t h e  p r o c e s s i n g  c o s t  p e r  p o u n d .  I t  w a s  d i s c l o s e d ,  h o w e v e r ,  a f t e r  a n  i n v e s t i ­
g a t i o n  t h a t  t h e  d o u b l i n g  a n d  r e d o u b l i n g  o f  t h e  y a r n  c o u p l e d  w i t h  t h e  
g r e a t  a m o u n t  o f  t a k e - u p  b e c a u s e  o f  h i g h e r  t w i s t  r e s u l t e d  i n  m o r e  p o u n d s  
g o i n g  t h r o u g h  t h e  p r o c e s s  i n  a n  h o u r  w i t h  t h e  c o n s e q u e n t  l o w e r i n g  o f  
t h e  p r o c e s s i n g  c o s t  p e r  p o u n d .
A f t e r  t h i s  s t u d y ,  t h e  m i l l  a c c e p t e d  m u c h  o f  t h e  b u s i n e s s  p r e v i o u s l y  
d e c l i n e d .  T h e  s a l e s  p r i c e s  w e r e  e n o u g h  t o  c o v e r  t h e  v a r i a b l e  c o s t s  a n d  
c o n t r i b u t e d  t o w a r d  t h e  c o m p a n y ’ s f i x e d  e x p e n s e s  w i t h o u t  i n t e r f e r i n g  
w i t h  t h e  p r o d u c t i o n  o f  m o r e  p r o f i t a b l e  l i n e s .
M arket Va lue for Estate or G ift Tax Purposes
The services of the CPA in valuation cases are becoming of increasing
importance in the held of Federal estate and gift taxation. The need for
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a d d it io n a l reven u e by the F ederal g o v ern m en t w ill u n d o u b ted ly  m ake it 
im p era tive  lo r  C ongress to en large u p o n  the type o f p rop erty  to be used  
as the basis o f taxa tion . T h is  is ap p aren t w h en  w e con sid er the types of 
p rop erty  w h ich  h ave recen tly  been  su bjected  to F ederal excise  taxes at 
various rates. It appears ev id en t that there w ill  be an increase in  the  
various rates.
V a lu a tio n  p rob lem s in  co n n ectio n  w ith  g ift  taxes or estate  taxes presen t  
n o  great d ifficu lty  w h en  the su bject m atter  is reason ab ly  m ark etab le . 
T h u s , n o  p ro b lem  w h atever attaches w h en  cash is in v o lv ed . Som e degree  
o f d ifficulty can  be ex p ected  w h en  the su b ject m atter  is ta n g ib le  property  
such  as a fur coat or a b u ild in g . B u t in  such  cases, v a lu a tio n  is a factua l 
p ro p o sitio n  and  can u su a lly  be d eterm in ed  by resort to ap pra isa l by 
exp erts, the h istory  o f past sales and  purchases o f  the sam e or com p arab le  
p roperty , an d  n um erou s o th er  gauges o f v a lu e  that p reced en t has show n  
are accep tab le  to the ta x in g  a u th o r itie s  and  to the courts. H ow ever, 
there is on e type o f prop erty  en co u n tered  in  the vast m ajor ity  o f v a lu a tio n  
controversies, the v a lu e  o f w h ich  is n o t ascerta in ed  easily . T h is  is stock  
in  closely  h e ld  corp oration s an d  it  is in  co n n ectio n  w ith  such  v a lu a tio n  
p rob lem s that the services o f the C P A  are o f v ita l im p o rta n ce  an d  d em an d  
a large d egree o f tech n ica l sk ill and  resourcefu lness.
W h ere stock  is active ly  traded  on  a recogn ized  exch an ge , the courts 
h ave u su a lly  accep ted  q u o ted  prices as in d ica tiv e  o f actu a l v a lu e  o n  a 
prescribed  d ate  w h en  such  shares are b e in g  traded. W h ere su b stan tia l 
lis ted  stock  h o ld in g s  are the su bject m atter  for v a lu a tio n , the courts are 
p ron e to a llo w  som e con cession  u n d er the so-called  “b lock age r u le ’’ p ro ­
v id in g  for a m o d ifica tio n  o f  q u o ted  prices. W h ere  the stock  is lis ted  b u t  
n o t active ly  traded on  an  exch an ge, the reg u la tio n s  are fa irly  specific as 
to the m eth o d  to be fo llo w ed  in  order to arrive at an  accep tab le  v a lu a tio n .
In  the case o f c losely  h e ld  stock  the reg u la tio n s in fer  that the v a lu a tio n  
o f such  stock  sh a ll be based  on  “fa ir m ark et v a lu e .’’ A t first g lan ce , it  
w o u ld  appear th at fa ir m arket va lu e  is a term  that can  reason ab ly  be  
eva lu a ted  by reference to fin an cia l sta tem ents an d  recourse to a v a ilab le  
su p p lem en ta l records o f the corp ora tion  w hose stock  is to  b e va lu ed . 
H ow ever, there is n o  sta tu tory  d e fin itio n  o f the term  an d  a p p aren tly  it  
was C on gression a l in te n t  th at the term  rem ain  in d efin ite . T h e  regu la ­
tion s d o  n o t p rov id e  su b stan tia l h e lp  since they d efin e  fair m arket va lu e  
as “ the price at w h ich  the prop erty  w o u ld  ch an ge h and s b etw een  a w illin g  
b uyer and  a w illin g  seller, n e ith er  b e in g  u n d er any co m p u ls io n  to b u y  or 
se ll.’’
It can read ily  be seen  that the d e fin itio n  is vague an d  e lu siv e  and  
cou rt d ecision s in v o lv in g  v a lu a tio n  cases h ave p ro v id ed  n o  h e lp  since  
they g en era lly  reflect su b sta n tia lly  the sam e d efin itio n  w ith o u t in d ica tin g  
a set standard  to be fo llo w ed .
In  v iew  o f the lack  o f any specific set o f so-called  v a lu a tio n  ru les, the  
p rob lem  then  is to  d e term in e  the best a ven u e o f  ap proach , h a v in g  in
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m in d  that the assem bly o f a v a ila b le  basic data  is the first step  to take. 
T h e  regu la tion s p rescribe that “a ll re levan t facts and  e lem en ts o f va lu e  
as o f the a p p lica b le  v a lu a tio n  d ate sh ou ld  b e con sid ered  in  every case.’’ 
N o  fo rm u la  can be p ro m u lg a ted  to  arrive at a set standard  b u t it  is 
ap p aren t that a ll p er tin en t u n d er ly in g  data  a ffectin g  the va lu e  sh o u ld  be  
assem bled  and  correlated  in to  a m a th em a tica l ca lcu la tio n  w h ich  co n ­
siders a ll ava ila b le  in fo rm a tio n  and  represen ts a reason ab le price at w h ich  
a purchaser w o u ld  buy from  a seller.
From  the a cco u n ta n t’s p o in t  o f v iew , the assem bly o f these d ata u su a lly  
d iv id es itse lf  in to  three p r in c ip a l categories — asset data, earn ings data, 
and  d iv id en d  data.
W here a co m p a n y ’s success is p red o m in a n tly  d ep en d en t u p o n  its tan ­
g ib le  assets, then  presum ably  the actu a l va lu e  o f the assets b eh in d  the  
stock is a co n tro llin g  factor. T h is  is ap p aren t in asm u ch  as the va lu e  of 
the u n d er ly in g  assets w o u ld  be the prim ary con cern  o f a p rosp ective  
p urchaser o f the stock. T h erefo re , if  it  is d eterm in ed  that asset va lu e  w ill  
co n tro l in  a v a lu a tio n  p roceed in g , the fo llo w in g  data  sh o u ld  be o b ta in ed  
an d  lo g ica lly  eva luated :
1. Book value of tangible assets.
2. Replacem ent value of tangible assets.
3. Adjustm ent factors affecting the foregoing values. These factors would con­
sist of such items as the reasonableness of past depreciation charges, the past 
practice regarding the expensing of major repair or improvement items, his­
torical write-ups or write-downs in asset values, and current contingency re-
4.
serves shown on the balance sheet. 
Liabilities both actual and contingent.
O n ce a satisfactory v a lu a tio n  is d ecid ed  u p o n  for the assets an d  the  
l ia b ilit ie s  are d eterm in ed , it  is a sim p le  m ath em atica l ca lcu la tio n  to  
arrive at a per-share va lu e.
U n fo rtu n a te ly , from  the sta n d p o in t o f closely  h eld  stock  v a lu a tio n , 
asset va lu es d o  n o t co n stitu te  a co n tro llin g  factor in  the m ajority  o f cases 
b u t in stead  the m ost im p o rta n t con sid era tion  is the record o f earn ings  
ex p er ien ced  by the concern  u n d er study. It is ob v iou s that o f tw o co n ­
cerns w ith  the sam e re la tive  u n d er ly in g  assets, the on e w h ich  exp er ien ces  
the greater earn ings w ill prove o f greater va lu e  to a p rosp ective purchaser. 
In o th er  w ords, the com p an y  p ossessing  the greater ea rn in g  pow er has an  
in ta n g ib le  “g o o d w ill’’ va lu e  w h ich  a p rosp ective purchaser w ill be w illin g  
to pay for an d  w h ich  therefore m ust have a “fair m arket v a lu e ’’ w h ich  is 
su scep tib le  o f b e in g  eva lu a ted . A  p rosp ective purchaser is in terested  in  
the p o te n tia l earn ing  pow er o f a com p any  an d  this is best eva lu a ted  by 
con sid er in g  the co m p a n y ’s record o f  past ea rn in g  pow er and  the p o ten tia l  
earn ing  p o ss ib ilit ie s  o f the com pany. It therefore becom es ap p aren t that 
the im p o rta n t data  to o b ta in  an d  eva lu a te  are as fo llow s:
1. Record of past earnings.
2. Forecast of future earnings.
3. Rate at which future earnings should be capitalized.
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A  study o f the ea rn in gs for the la test five or m ore years sh ou ld  be m ade  
an d  from  th is the a ccou n tan t m ust arrive at a figure rep resen tin g  n orm al 
earn ings. In  o rder to estim ate  norm al earn ings m any factors w ill  h ave to 
be con sid ered  and  gen era l eco n o m ic  co n d itio n s  p lay an im p o rta n t role. 
E arnings ex p er ien ced  d u rin g  periods w h en  the cou n try  is in v o lv ed  in  a 
w ar m ust be ad ju sted  in  th e lig h t o f those eco n o m ic co n d itio n s  w h ich  are 
ex p ected  to p reva il in  the fu ture. U n u su a l car n on recu rren t item s of 
in co m e or ex p en se  m ust be con sid ered  fo r these w ill  e ith er  increase or  
decrease w h a t are con sid ered  to be n orm al earn ings. T h er e  are n um erous  
o th er  factors w h ich  m ay affect b oth  in du stry  in gen era l and  the particu lar  
com p an y . T h e type o f in du stry  o f w h ich  the com p an y  is a m em ber m ust 
be taken in to  con sid eration .
H a v in g  arrived  at a figure w h ich fa irly  represents n orm al earn ings, 
this figure m ust then  be p rojected  an d  an  eva lu a tion  m ade as to w hat  
fu ture no rm al earn ings w ill be. F actors sim ilar  to those ju st o u tlin e d  
m ust be con sid ered  and from  a ll the d ata  assem bled  it  sh o u ld  be p o ssible  
to arrive at a reaso n ab le  estim ate  o f fu tu re  earn in g  pow er.
H a v in g  estab lish ed  a rep resen ta tive  earn ings figu re the n ex t step  is to 
d eterm in e  the rate at w h ich  this figure is to be cap ita lized . T h e  theory  
b eh in d  th is m eth o d is that a p o rtio n  o f  the earn ings represen ts a return  
o n  the ta n g ib le  cap ita l in vested  in  the en terp rise  w h ile  the b a lan ce  o f  
the earn ings represen ts a return  on  the in ta n g ib le  g o o d w ill. In  this 
co n n ectio n it  m ust be recogn ized  th at the presence o f  h ig h  earn in gs does 
n o t necessarily  im p ly  the ex isten ce  o f g o o d w ill. For in stance, the success 
o f m any busin ess ven tures d ep en d s u p on  the p erson a l sk ill or p ecu liar  
a b ilit ie s  o f the ow ners an d  this factor sh o u ld  alw ays be consid ered .
If it  can b e sh ow n  that the com p an y  earn ings h ave b een  p red o m in a n tly  
d ep en d e n t u p on  the p erson a l a ttr ib u tes or co n n ectio n s  o f those in  charge, 
then  an ev a lu a tio n  o f this factor sh ou ld  be m ade an d  the earn ings fo u n d  
to be a ttr ib u ta b le  to the sk ill o f  these in d iv id u a ls  d e le ted  from  the total 
average earn ings. O bserve the case o f  the p res id en t o f a certa in  jo b b in g  
an d  w h o lesa le  con cern  w h ose  p erson a l b usin ess co n n ectio n s  b rou gh t  
thou sand s o f d o llars a n n u a lly  in  com m ission s to h is con cern  in  a d d itio n  
to the u sua l m arg in  o f profit ex p er ien ced  in  the b u y in g  and  se llin g  of  
the prod ucts h a n d led  by the com p any. U p o n  h is d eath , the com m ission  
in co m e ceased  a lth o u g h  the com p an y  co n tin u ed  to h a n d le  the sam e  
v o lu m e o f business as theretofore . U p o n  the ex a m in a tio n  o f the d ece­
d e n t ’s estate tax return  several years la ter by the T reasu ry  D ep artm en t, 
it  was an  easy m atter  to show  th at to ta l n orm al earn in gs for a n u m b er  o f 
years p rior to h is d eath  w ere n o t p rop erly  in d ica tiv e  o f w h a t fu tu re  
n o rm a l earn in gs w o u ld  b e sin ce it  cou ld  read ily  b e d eterm in ed  from  the  
co m p a n y ’s b ooks that the excess com m ission s w ere in  fact n o  lo n g er  b e in g  
rece ived  by the com pany.
T h e  m eth o d  u sed  m ost com m o n ly  in  arriv in g  at the va lu e  o f g o o d w ill 
is set forth  in  the in co m e tax regu la tion s. U n d er  th is m eth o d  the average
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earn in gs are a p p o r tio n ed  to the ta n g ib le  assets at a certa in  rate o f cap ­
ita liza tio n  and  to in ta n g ib le  g o o d w ill at a certa in  rate. N o  set rate of 
ca p ita liza tio n  for e ith er  ta n g ib le  or in ta n g ib le  assets is prescribed . I f  the  
business is o f  a n onh azardou s type, it  is su ggested  that an 8%  return  on  
tan g ib les is eq u ita b le  w h ile  a 10% return  or in som e in stances as h ig h  as 
15% or 20%  is w arranted  if  the b usin ess is o f  a hazardous n ature.
H a v in g  d ecid ed  u p o n  the rate o f return  to be a p p lied  to the tang ib les, 
the am o u n t o f  earn ings a p p lica b le  is d eterm in ed  an d  subtracted  from  the  
to ta l n orm al earn ings lea v in g  a b a la n ce  o f earn in gs w h ich  is con sid ered  
a ttr ib u ta b le  to the in ta n g ib le  g o o d w ill. T h is  la tter p o rtio n  o f  the earn ­
ings is th en  cap ita lized  at a certa in  rate in  order to arrive at the fa ir  
m ark et v a lu e  o f the g o o d w ill.
As in  the case o f  the rates to be used  o n  the va lu e  o f ta n g ib le  assets, 
there is n o  set rate p rescribed  for the ca p ita liza tio n  o f earn in gs in  arriv in g  
at a g o o d w ill v a lu a tio n . It is suggested  in  the in co m e tax reg u la tio n s that  
a rate o f 15%  be a p p lied  if  the b usin ess is n on h azard ou s in  nature, and  
20%  if  hazards are in v o lv ed . T h e  rates to be u sed  w ill d ep en d  u p o n  the  
circum stances su rrou n d in g  each  case an d  w ill vary d e p en d in g  u p o n  
w h eth er  the b usin ess is n ew  or lo n g  estab lish ed , the n atu re o f the business  
an d  any o th er  factors w h ich  are con sid ered  to  be p ertin en t.
In  co n n ectio n  w ith  the assem bly o f earn in gs data  there is an o th er  
m easure o f  v a lu e  w h ich  sh ou ld  b e con sid ered  an d  w h ich  is specifica lly  
au th orized  by the F ed era l estate tax  regu la tion s. T h e y  p ro v id e  as fo l­
low s: “A m o n g  such  o th er  re lev a n t factors to be con sid ered  are the va lu es  
of secu rities o f  corp ora tion s en gaged  in  the sam e or a sim ilar  lin e  o f  
b usin ess w h ich  are lis ted  o n  an  ex ch a n g e .’’
D u r in g  recen t years con sid erab le  w e ig h t has b een  a ttach ed  by the  
various courts to th is section  o f  the regu la tion s. T h e  theory b eh in d  th is  
p ro v isio n  is that the price-earn in gs ra tio  o f lis ted  stocks o f the sam e or  
sim ilar  type o f  busin ess represen ts the co m b in ed  ju d g m e n t o f those  
d ea lin g  in  the secu rities exch an ges as to the va lu es to b e accorded  the  
stocks o f com p an ies o f a certa in  type or o f a p articu lar  industry . H en ce  
d ata  p e r ta in in g  to the average prices an d  earn in gs o f such  com p arative  
lis ted  stocks over a p eriod  o f from  five to ten  years sh o u ld  b e co m p iled  
an d  the average price-earn in gs ra tio  a p p lied  to the n orm al earn in gs as 
d eterm in ed  for the stock  b e in g  eva lu a ted . It is sign ifican t to n o te  there  
h ave b een  several cou rt d ecis ion s that h ave san ctio n ed  this m eth o d  o f  
com p arative  v a lu a tio n  to the ex c lu sio n  o f the co n v en tio n a l m eth od s  
m ost freq u en tly  re lied  u p on .
T h e  fina l category to be con sid ered  concerns the assem bly o f d iv id en d  
data. In  som e cases, the record o f  d iv id en d s p a id  in  the past estab lish es  
 basis for e s ta b lish in g  fa ir m arket va lu e . H ow ever, n orm ally  a v a lu a tio n  
based en tire ly  on  the d iv id en d  record w ill  n o t  estab lish  a satisfactory  
basis, esp ecia lly  if  the d iv id en d  practices o f  the com p any  are n o t co n ­
sistent.  
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In  sum m ary, a ll data  resp ectin g  assets, l ia b ilit ie s , earn ings, an d  d iv i­
d en ds sh o u ld  be assem bled  and correlated . By exerc is in g  sk ill an d  ju d g ­
m en t, the C P A  sh o u ld  be ab le  to p resen t a ll the facts and  figures in  such  
a m an n er  th at the ta x in g  au th o r itie s  w ill be satisfied  that d u e  w e ig h t has 
b een  g iven  to a ll the factors a ffectin g  the va lu e  an d  that the fa ir  m arket 
va lu e as thus estab lish ed  is reason able .
W h ile  the p rev iou s d iscu ssion  has b een  restricted  to v a lu a tio n  for  
estate  tax p urposes, the sam e basic p r in c ip les  ap p ly  in  vary ing  degrees to  
purch ase or sale s itu a tion s, reorgan ization s and  sim ilar  cases w here v a lu a ­
tio n  at o th er  than  b ook  am ou n ts is ca lled  for by the n atu re o f the p ro ­
p osed  tran saction .
A ctual Cash Value
T h e  standard  fire in su ran ce p o licy  o f the state o f  N ew  Y ork con ta in s  
the fo llo w in g  clause (o th er states a ll h a v in g  som ew h at sim ilar provisions):
“R e q u i r e m e n t s  i n  c a s e  lo ss  o c c u r s :  T he insured shall . . . furnish a com­
plete inventory of the destroyed, damaged and undamaged property, showing 
in detail quantities, costs, actual cash value, and am ount of loss claimed; . . .”
T h e  C P A  m ay be en gaged  to prepare a cla im  for the assured or he m ay  
be en gaged  by the in surance com p an y  to check  an assured’s c la im . It is 
of in terest to k n ow  that courts h ave used  a ll o f the fo llo w in g  term s in  
d efin in g  “actu a l cash v a lu e ” :
Sound Value 
Cash Value 
Market Value 
Present Value
Utility Value 
Reproduction Value 
Reproduction Cost 
Fair Market Value
“A ctu a l Cash V a lu e” for in surance purposes is com m o n ly  in terp reted  
to m ean  rep la cem en t cost less d ep rec ia tio n . In on e im p o r ta n t case, h o w ­
ever, (McAnarney v. Newark Fire Insurance Company)2 the cou rt h eld  
that:
“W here insured buildings have been destroyed, the trier of fact may, and 
should, call to its aid, in order to affectuate complete indemnity, every fact 
and circumstance which would logically tend to the formation of a correct 
estimate of the loss. It may consider original cost and cost of reproduction: 
the opinions upon value given by qualified witnesses; the declarations against 
interest which may have been made by the assured; the gainful uses to which 
the buildings might have been put; as well as any other fact tending to throw 
light on the subject.”
T h e M cA narney  R u le  considers the factors o f ob so lescen ce  as w ell as 
ec o n o m ic  va lu e. Suffice it  to say that cost and  v a lu e  are n o t synonym ous  
b u t rep la cem en t cost co u ld  be the sam e as cu rren t v a lu e  if  the artic le  
w ere brand  new . T h e  a u d ito r  m ust bear in  m in d  th at an in surance p olicy  
is a con tract o f in d em n ity  and  b ook  cost or o r ig in a l cost is rarely ever  
“actu a l cash  v a lu e .”
“ Jew elers’ b lo ck ” p o lic ie s  con ta in  a clause w h ich  p rov id es that the
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p aym en t to  the assured sh a ll “in  n o  even t exceed  the lo w est figure p u t  
u p on  such  p rop erty  [in v o lv ed  in  a burglary c la im ] in  the assured’s in v en ­
tories, stock  books, stock  papers, or lists ex istin g  at the tim e the loss 
occurred .” T h e  C P A  therefore m u st check  in v en to r ies  an d  p rev iou s sale  
offers by the c la im a n t as w e ll as o r ig in a l cost o f  artic les c la im ed  to  h ave  
b een  sto len .
W h en  accou n tan ts  are asked to co m p u te  the a m o u n t o f  in su ran ce  
claim s, they m ust con sid er  the term s o f  the in surance p o licy  u n d er  w h ich  
the c la im  is m ade. A cco u n ta n t’s services are cu stom arily  n eed ed  in  the  
fo llo w in g  types o f losses:
1. Damage to stock belonging to the assured or held by the assured for the 
account of others, including merchandise sold but not delivered, merchandise 
on consignment, and merchandise held under contracts of bailm ent or lease.
2. Damage to buildings, machinery and equipm ent if repaired by the assured 
and the cost of repair and rehabilitation is chargeable to the underwriters.
3. Business interruption losses measured by the loss in earnings following an 
insured catastrophe caused by the subsequent reduction in prospective sales, 
by increased operating costs due to conditions following the casualty or by 
extraordinary expenses incurred to reduce the post-casualty loss.
Lifo inventory pricing practice is very satisfactory in the case of busi­
ness interruption losses because a projection based upon past experience 
is then least likely to contain elements of a nonrecurring or speculative 
nature often caused by an unusually low and sometimes lucky purchase 
price for a significant amount of materials sold in the prior base period.
Lifo in v en to r ies  h ow ever, can  b e most m islea d in g  if used  for rep o rtin g  
values to in surance com p an ies w h en  a rep o r tin g  form  is used . T h e  
“actu a l cash v a lu e ” m en tio n ed  in  the p o licy  m ore n early  a p p rox im ates  
“rep lacem en t v a lu e ” than  it  does the “Lifo in ven tory  v a lu e .”
C on sid eration  o f co n tin u in g  overhead , w h ich  if  earned  is p ayab le to  
an assured by h is b usin ess in terru p tio n  u nderw riters, a lso  requ ires an  
ex a m in a tio n  in to  an  assured’s c la im  for overhead  on  h is ow n  lab or used  
to repair the prem ises after the fire. T h is  la tter overh ead  sh o u ld  be 
restricted  to u n u su a l variab le  overh ead  w h ich  w o u ld  n o t  h ave b een  
in cu rred  if  the reh a b ilita t io n  w ork  had  n o t b een  d o n e  by the assured. 
F ix ed  e lem en ts o f c o n t in u in g  overhead  are recoverab le u n d er the busin ess  
in terru p tio n  in surance.
S im ilarly , w here a lau nd ry  recovers u n d er a cu stom ers’ b a ilee  p o licy  
for the re lau n d er in g  o f cu stom ers’ m erch and ise w h ich  has b een  so iled  
b ecause o f a fire on  the lau nd ry  prem ises, a recovery o f overh ead  for the  
sam e p eriod  from  the b usin ess in terru p tio n  in surer co u ld  b e a d u p lic a ­
t io n .3
Contract Negotiation and Controversies over Contracts
An abundance of accounting literature has been published relating to
the subject of renegotiation of government wartime contracts as well as
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the p rob lem s in h eren t in  the term in a tio n  o f w ar contracts. A cc o u n tin g  
services h ave b een  in  d em an d  for the d e term in a tio n  o f essen tia l costs 
re im b u rsab le  u n d er contracts gran ted  u n d er the W a lsh -H ea ly  A ct, an d  
also  u n d er contracts for em ergen cy  p la n t facilities , cost-p lus-fixed-fee co n ­
tracts, tim e an d  m ateria l contracts, target price contracts, research  an d  
d ev e lo p m en t contracts, as w e ll as u n d er esca la tor clauses an d  term in a tio n  
p rov ision s o f fixed  price contracts. (See C hap ter 23.)
O n e ex a m p le  o f  the im p o rta n ce  o f a p rop er a llo ca tio n  o f  costs a p p li­
cab le  to a g o v ern m en t con tract is fo u n d  in  the case o f a com p an y  d o in g  
b o th  g o v ern m en ta l an d  c iv ilia n  b usiness. D ep a rtm en ta l overh ead  had  
alw ays been  a p p lied  by th is com p an y  on  the basis o f d irect lab or d ollars  
b u t en g in eers had  set accurate standards for m ateria ls an d  labor.
In c lu d ed  in  the overhead  w as ab o u t a h a lf  m illio n  d o llars for en g in ee r ­
in g  d ep artm en t exp en ses an d  this w as b e in g  spread  over c iv ilia n  business  
as w e ll as g o v ern m en t w ork. H ow ever, the “h u sh -h u sh ” a ctiv itie s  o f the  
en g in ee r in g  d ep a rtm en t w ere con fin ed  en tire ly  to the p la n n in g  for fu ture  
w ar p ro d u c tio n  in c lu d in g  the la y o u t for n ew  fa c ilitie s  an d  laboratory  
research an d  test.
T h e  red istr ib u tio n  o f  these en g in ee r in g  costs d im in ish ed  the profit 
p rev iou sly  sh ow n  on  w ar w ork  an d  e lim in a ted  a forfe it  o f  m ost o f the  
h a lf  m illio n  d o llars th rou gh  su bseq u en t ren eg o tia tio n  p roceed in gs.
M any cost a cco u n tin g  system s grou p  v ariab le  and  fixed  overhead  
charges in to  d ep artm en ts an d  then  spread the to ta l over the p rod u ct as 
it  progresses th rou gh  the p lan t. T h e se  are d efec tiv e  w h en  a p p lied  to  
a cco u n tin g  p rob lem s w h ich  arise fo llo w in g  p artia l su sp en sion  o f o p era ­
tions, an d  w h ich  affect the a m o u n t o f  recovery u n d er b usin ess in terru p ­
tio n  cla im s. T h e y  are eq u a lly  fa u lty  in  the case o f  a ca n ce lla tio n  o f a 
con tract b etw een  p r iva te  parties.
T h e  U n ifo r m  Sales A ct has b een  a d op ted , w ith  m od ifica tion s, by m ost 
o f the states. T h e  P en n sy lvan ia  Sales A ct o f M ay 19, 19154 reads:
“If, while labor or expense of material am ount are necessary on the part of the 
seller to enable him to fulfill his obligations under the contract to sell or 
the sale, the buyer repudiates the contract or the sale, or notifies the seller 
to proceed no further therewith, the buyer should be liable to the seller for 
no greater damages than the seller would have suffered if he did nothing 
towards carrying out the contract or the sales after receiving notice of the 
buyer’s repudiation or counterdemand. T he profit the seller would have made 
if the contract or the sale had been fully performed shall be allowed for 
in estimating such damages.”
A n  in terp re ta tio n  o f th is p ro v isio n  an d  particu larly  o f  the last sen ten ce  
w as sou gh t in  the case o f Jessup and Moore Paper Company v. Bryant 
Paper Company.5 Jessup  an d  M oore had  con tracted  to sh ip  m o n th ly  
tw o h u n d red  tons o f soda p u lp  to  B ryant. B ryant in fo rm ed  Jessup to  
d isco n tin u e  d elivery  an d  su b seq u en tly  Jessup  su ed  to  recover its loss o f  
profit re su ltin g  from  th is can ce lla tio n .
T e stim o n y  es tab lish ed  that Jessup  an d  M oore co u ld  n o t a t that tim e
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o b ta in  su b stitu te  orders to take the p lace o f the can ce lled  contract. T h e  
rem a in in g  p ro d u c tio n  o f th e ir  p la n t  for the b en efit o f o th er  custom ers  
h ad  to  b e co n tin u ed . In  th is p u lp  m ill 40%  of cap acity  p ro d u c tio n  cost 
as m u ch  in  lab or an d  overh ead  as 100% . T h e r e  was n o  sav in g  in  cost 
fo llo w in g  the ca n ce lla tio n  ex c ep tin g  raw  m ateria ls an d  su p p lies.
C o n v e n tio n a l cost a cco u n tin g  d em on stra ted  th at the n e t  p rofit o n  the  
B ryant con tract w o u ld  h ave b een  $5,800. T h e  cou rt aw ard ed  Jessup  an d  
M oore the sum  o f $94 ,000 rep resen tin g  the to ta l con tract price less on ly  
the saved cost o f  raw  m ateria ls an d  su p p lies.
Additional Procedures in Investigations Generally
N o  m atter  h ow  narrow  the scope o f h is e x a m in a tio n  the acco u n ta n t  
sh o u ld  see the w h o le  p ictu re , in c lu d in g  the regu lar a u d it reports. In  the  
ab sen ce o f p rev iou s au d its, the C P A  m u st check  the r e lia b ility  o f the  
accou n ts u n d er in v estig a tio n  by m a k in g  certa in  th at the books are in  
b alan ce an d  reason ab ly  correct.
C ost records an d  b u d getary  estim ates, p erp etu a l in v en to r ie s  an d  p ro ­
d u c tio n  statistics m ay p lay  as im p o r ta n t a p art in  the co n d u ct o f  sp ec ia l 
in v estig a tio n s  as d o  the g en era l led ger  accoun ts an d  b ook s o f o r ig in a l 
entry.
A  rev iew  o f the corporate m in u tes  has som etim es d isc lo sed  im p ro ­
p r ie ties  on  the part o f  m an agem en t.
H ow ever, p ast ex p er ien ce  as reflected  by the fin an cia l an d  reven u e  
accoun ts is u su a lly  too  gen era l to  b e o f  assitance in  a sp ec ia l in v estig a ­
tio n  an d  th is is p a rticu lar ly  true w h en  on e  is a tte m p tin g  to co m p u te  the  
fu tu re  effect o f  a n ew  p rod uct. T h ere fo re , freq u en tly  the acco u n ta n t  
m ust m ake ex te n s iv e  use o f  n o n a c co u n tin g  records.
Use of Nonaccounting Records
P rop erty  records se ttin g  forth  the d ate  o n  w h ich  a m a ch in e  w as first 
m ad e ready for p ro d u c tio n  m ay b e co n su lted  in  order to  separate earlier  
ex p er ie n c e  from  the m ore recen t in  an  effort to  forecast the fu tu re . 
In su ran ce p o lic ie s  m ay som etim es d isc lose  the ex isten ce  o f  assets and, 
conversely , the lack  o f in su ran ce p ro tec tio n  m ay in d ica te  th a t b o o k  va lu es  
are overstated . P ro d u ctio n  records h ave d isc lo sed  facts th a t are som e­
tim es n o t reflected  by the accounts.
W ea th er  reports are im p o r ta n t in  e s tim a tin g  the v o lu m e o f  b usin ess  
w h ich  m ig h t b e ex p ec ted  d u r in g  certa in  p eriods. R e ta il stores k eep  
w eath er statistics. In  the case o f  a h o te l roof gard en  w h ich  was closed  
b ecause o f  an  e leva tor  fire, the assured co n ten d ed  th at the v o lu m e o f  
b usin ess ex p ected  w o u ld  h ave eq u a lled  that o f  the corresp on d in g  w eek  of  
the p reced in g  year. It w as fo u n d  that in  th at p re-a ir -con d ition ed  era, the  
w eek  se lected  in  the p rev iou s year had  an  average n o o n tim e  tem p erature  
o f 86° b u t  d u r in g  the w eek  o f  su sp en sion  it  h ad  averaged  o n ly  6 6 ° . T h is
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business in terruption loss was adjusted on the basis of a corresponding 
tem perature week instead of a corresponding calendar week.
Use of Ratios and Statistics
Ratios which reflect percentages of materials, labor, and variable ex­
penses to the sales value of production are naturally used in those exam­
inations which are made for the purpose of forecasting future operations. 
Gross profit ratios are used to help verify the reasonableness of inventories 
and, consequently, to estimate the am ount of stock which m ight have 
been on hand when a burglary occurs or a fire damages it beyond 
identification.
A post-fire book stock statement showed a grocery inventory which was 
obviously wrong when it greatly exceeded the grocery stock which could 
be jammed into another corner store of equivalent size. T he accountant 
who is also an investigator must not rely solely upon his knowledge of 
accounts.
Many of these “book statements of sound value” are pathetically inade­
quate and they often set forth total inventories at the time of an insured 
loss which are less than the am ount of identified stock. This condition 
is often caused by the business owner having deliberately lowered the 
last preceding inventory for income tax purposes or by the fact that con­
ditions since the last full year have been altered during the current fiscal 
period because of new products, new processes, change in labor rates, 
purchase prices, or sales prices.
Statistics outside of the business under investigation are sometimes 
helpful in projecting a reasonable volume of future business for any 
purpose. T he Federal Reserve Banks and the D epartm ent of Commerce 
both issue monthly reports showing trends and comparisons with the 
previous m onth or the corresponding m onth of the preceding year. Car­
loading reports, industrial trade association data and publications by 
other state or Federal bodies also may be helpful. Generally, trade asso­
ciation data, if available, for the industry of the company under exam­
ination is of more value to the accountant not only because the reporting 
companies are more representative than those reporting to government 
agencies but because the statistics have been more thoughtfully prepared.
In  any type of valuation case nothing will help the CPA more than a 
p lant visitation. He should always see the physical property in operation. 
He should not rely solely upon books and papers.
Engaging Outside Experts
In  only a few instances would the CPA ever need to hire experts on 
his own account bu t he should learn to work very closely with others and 
should make full use of data compiled by them in arriving at his own 
conclusions. I t  is preferable for the accountant to recommend that his
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principal engage the services of any of the following when it appears that 
they can contribute needed inform ation and advice or where they might 
recommend a course of action: lawyers; appraisers; auctioneers; builders; 
engineers (technical); industrial engineers; chemists (for formulas); 
market analysts; dectives; and persons experienced in specific industries.
Specialization of Staff Men
Specialization of staff men for assignments of any of the categories 
included in this chapter will become necessary if there is enough work 
to warrant it. T he work is usually of such great interest that most men 
do not have to be drafted to do it and yet there are experienced men who 
would rather perform the more routine chores of the balance sheet audit. 
If a man does not want to be assigned to this class of work it is better not 
to force it upon him.
Qualifications
Under the subcaption “Planning a Special Audit Program ” this 
chapter has already set forth that qualifications demanded by any audit 
are even more emphatically required in conducting a special examina­
tion.
All staff men on these assignments must be experienced and the 
significance of even a seemingly unim portant item may be overlooked if 
the work is entrusted to juniors or even seniors who lack a keen intellect 
or who are unimaginative.
Discretion is a prerequisite among the qualifications of a good investi­
gator. T here has been more than one case where a churlish approach in 
opening an investigation has affronted persons who could be helpful to the 
investigator. A tough, brusque, or dem anding attitude rarely accom­
plishes as much as a pleasant and patient one.
I t  must be kept in mind that persons holding insignificant positions 
in the employ of any company under examination are very often most 
co-operative individuals and they sometimes volunteer inform ation which 
is invaluable to the auditor.
I t  often seems that staff men for investigation assignments are born 
and not made. Many good balance sheet auditors never seem to get the 
idea of localizing their program so that the specified phases of accounting 
work which must be done are well done to the exclusion of normal 
procedures which fail to contribute anything toward the purpose of the 
investigation.
An im portant qualification for staff men is firmness. W hile it may be 
discreet not to be adam ant and persistent in the intial phases of an 
investigation, there may come a time when formal demand for data will 
be warranted and necessary. This demand must be made in the clearest 
terms. T he presentation of it requires a considerable am ount of tact.
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PROBLEMS RELATED TO
FINANCIALLY EMBARRASSED DEBTORS AND BANKRUPTCY
In its broadest sense, this field covers debtors:
1. In financial difficulties but as yet not involved in legal proceedings based on 
state insolvency laws or the National Bankruptcy Act;6
2. Involved in legal proceedings under state insolvency laws;
3. Subject to reorganization or arrangements with creditors under the National 
Bankruptcy Act (Chapters X and XI);
4. Subject to straight bankruptcy (liquidation) provisions of the National Bank­
ruptcy Act.
Where accountants are retained in connection with the affairs of 
debtors in any one of these four classes, it is imperative that they be fully 
familiar with not only the provisions bu t also the basic significance of the 
National Bankruptcy Act. T he reason for this as to the first two classes 
is to insure that anything they do or recommend will not be prejudicial 
to the interests of the debtors or contrary to the Act’s in tent in the event 
that provisions of the Act later become applicable. And in all cases where 
it is necessary for them to know the meaning in law of any provision of 
the Act, they should obtain and be guided by the opinion of legal counsel 
for the debtors or for the debtors’ successors in interest duly appointed at 
law.
A knowledge of the General Orders in Bankruptcy 7 also is essential. 
These Orders, adopted by the Supreme Court of the United States, 
explain, amplify and app ly the provisions of the Bankruptcy Act and 
have the full effect of law except as they conflict with the Act.
National Bankruptcy Act
Prior to 1929 it was felt that provisions of the then existing law pro­
viding simply for marshaling of assets of a bankrupt, their liquidation 
into cash, distribution of proceeds to creditors, and discharge of the 
bankrupt, were adequate. But the depression that started in 1929 brought 
about the emergence of new concepts dem anding that, where possible, 
there be constructive rehabilitation instead of the liquidation which so 
often involves consequences inimical to the economic health of the 
nation. Based upon extensive studies, the law was amended in 1934 and 
again in 1938 and became, in effect, an almost entirely new bankruptcy 
statute (the Chandler Act).
T he law comprises fourteen chapters. T he first seven cover the ordinary 
concept of bankruptcy and provide for adjudication in bankruptcy, dis­
tribution of the estate to creditors, and discharge of the bankrupt. T he 
last seven chapters cover the rearrangem ent of debtor and creditor 
interests w ithout the stigma of bankruptcy and w ithout the liquidation 
or distribution of the estate. T he two chapters of greatest significance as 
to such steps are X and XI. They provide that petitions for reorganiza­
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tion or rearrangem ent may be filed even though Federal proceedings for 
adjudication in bankruptcy were previously instituted.
An outstanding publication outlining the origin, the aim and the 
scope of the Chandler Act is “Treatise on Bankruptcy for Accountants” 
by Charles S. B a n k s . 8 A CPA and a member of the Oregon bar, Banks 
played a prom inent part in the deliberations leading to enactment of 
the new legislation.
Increased Use of Accountants
Since the new legislation in 1938, there has been a steady increase in the 
retention of accountants in proceedings under the Act. This has devel­
oped in good part because, as Banks puts it, “the new law recognizes 
the part the profession of accountancy plays in aiding the court to 
uncover the facts upon which judicial action may be taken, not so much 
by nam ing the duties of accountants as by requiring things to be done 
which only an accountant can properly do.”
Acts of Bankruptcy
T he Bankruptcy Act lists the following acts of bankruptcy:
“Acts of bankruptcy by a person shall consist of his having
1. conveyed, transferred, concealed, removed, or permitted to be concealed or 
removed any part of his property, with intent to hinder, delay, or defraud his 
creditors or any of them; or
2. transferred, while insolvent, any portion of his property to one or more of 
his creditors with intent to prefer such creditors over his other creditors; or
3. suffered, or permitted, while insolvent, any creditor to obtain a lien upon 
any of his property through legal proceedings and not having vacated or 
discharged such lien within thirty days from the date thereof or at least five 
days before the date set for any sale or other disposition of such property; or
4. made a general assignment for the benefit of his creditors; or
5. while insolvent or unable to pay his debts as they mature, procured, per­
mitted, or suffered voluntarily or involuntarily the appointment of a receiver 
or trustee to take charge of his property; or
6. admitted in writing his inability to pay his debts and his willingness to be 
adjudged a bankrupt.”
T he fifth act, which is new, is of particular interest and significance 
because of the specification “unable to pay his debts as they m ature.”
If any one of the stated acts of bankruptcy has occurred, creditors with 
provable claims have the right to file an involuntary petition against the 
debtor. This involuntary petition must set forth that one or more of 
these acts of bankruptcy have occurred within four months of the date of 
filing.
Any debtor, subject to certain conditions, may file a petition of volun­
tary bankruptcy seeking relief from his obligations.
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Engagement of Accountant by Receiver or Trustee
An accountant cannot be employed by a receiver or trustee except upon 
an order by the referee in bankruptcy authorizing such appointm ent. 
T he appointm ent of an accountant is not a m atter of routine and some 
good reason must be established for incurring this expense, which will be 
paid from the bankrupt estate.
Order 45 of the “General Orders in Bankruptcy” (captioned “Auc­
tioneers, Accountants and Appraisers”) provides as follows:
“No auctioneer or accountant shall be employed by a receiver, trustee or 
debtor in possession except upon an order of the court expressly fixing the 
amount of the compensation or the rate of measure thereof. The compensa­
tion of appraisers shall be provided for in like manner in the order appointing 
them.”
T he am ount of any fee approved by the court in a bankruptcy case 
will obviously be limited by the realizable values of the bankrupt estate, 
irrespective of the time required for the accountant’s work.
Condition of Records
T he accounting records of a financially embarrassed debtor are seldom 
in a satisfactory condition. Even where the debtor has made no delib­
erate attem pt to conceal assets or otherwise “muddy the waters,” the 
ascertainment of accounting facts usually will require ingenuity, skill, 
patience and an expenditure of time which in many cases may be out of 
proportion to the realizable value of remaining assets.
Work of the Accountant
Where actual bankruptcy is involved, the work of the accountant will
usually include at least three basic items:
1. Preparation of Statement of Affairs and Statement of Deficiency as of the 
date of bankruptcy.
2. Determination of the financial condition of the debtor at the time of insolv­
ency or adjudication in bankruptcy.
3. Ascertainment of the correctness of the financial statement or statements 
issued by the debtor and relied on by creditors as a basis for the extension 
of credit to the debtor.
T he work of the accountant also will usually include one or more of
the following:
1. Investigation of the claims of creditors and their correctness.
2. Review of obligations to governmental bodies for taxes and other related 
claims.
3. Ascertainment of preferences, if any, and proof that they were made within 
the 4-month period prior to the time of adjudication in bankruptcy.
4. Preparation and presentation of reports to creditors and attendance at 
meetings with creditors.
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Where actual bankruptcy is not involved, and particularly in the case 
of proceedings under Chapters X or XI, the work of an accountant will 
depend on his instructions and the particular facts in each case. I t  will 
often involve an investigation of the financial position of the debtor, 
explanations as to the causes of his financial distress, and review and 
challenge of proposed financial arrangements for the future. A long-form 
report retailing the financial position of the debtor, analyzing operations, 
and clearly presenting pertinent factors of interest to the creditors, will 
usually be required. Assistance in the preparation of budget forecasts may 
be needed. In the latter event, accountants cannot perm it their names to 
be used in a m anner which may lead to a belief that they vouch for the 
accuracy of the forecasts. (Rule 12, Rules of Professional Conduct, Amer­
ican Institute of Accountants.)
But the actual scope for employment of accountants’ services under the 
Bankruptcy Act is much broader than indicated by the foregoing listing 
of the customary uses. A fairly comprehensive outline is given under 
the title “Accounting Services under the Act” in Chapter X II of Mr. 
Banks’ booklet. One reference is to the law’s requirements as to the 
segregation of accounts of bankrupt partnerships from individual ac­
counts of general and special partners and the resultant need for profes­
sional accounting work. Another is to several points on which account­
ants can give expert testimony. A third relates to the growing tendency 
of Federal courts to appoint accountants, because of their special com­
petence, as receivers and trustees. A fourth concerns accountants as 
competent appraisers of personal property when values are to be based 
on current invoice prices. Banks also includes a separate record of 
“Specific Services to be Rendered by Accountants under Chapter X 
(Bankruptcy Act).”
Extensive literature now is available on various phases of accountants’ 
services with respect to financially embarrassed debtors and bankruptcy. 
A num ber of interesting and informative articles on such services and 
procedural details relating to them make the July 1949 issue of the New  
York Certified Public A ccountant9 outstanding in this respect. These 
particular items and many others are listed in a special section at the end 
of the general bibliography in Appendix C to this chapter.
Fees and Other Considerations
It was remarked earlier that accountants’ fees approved in bankruptcy 
cases are affected more by the meager funds available than by the actual 
time expenditure. However, there is a continuing effort to have such 
fees bear a more reasonable relation to their actual worth. An interesting 
discussion of this subject is to be found in “Compensation of Accountants 
in Bankruptcy and Insolvency Cases” by M ortimer J. Davis,10 which is 
part of a series of addresses published under the general title “Bankruptcy 
Procedure.”
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In  proceedings involving reorganization and other arrangements, the 
possibility of fees more definitely related to the value of services is clearly 
greater for the services rendered toward continuance of operations of a 
going concern and increased productivity and earnings. T he nature of 
the services performed is therefore quite different and their value to the 
debtor becomes an im portant consideration in determ ining the amount 
of fees.
Another significant difference exists between services rendered in bank­
ruptcy proceedings where a business is fully and finally liquidated and 
those rendered in reorganization and other proceedings looking to the 
rehabilitation and continuance of the debtor’s affairs. In cases of the 
latter type, the accountant frequently secures a client who can be retained 
permanently and for whom, usually from the outset, he can render the 
whole gamut of services ranging from routine auditing to consultative 
and advisory assistance.
TESTIMONY ON SPECIAL INVESTIGATIONS
Generally, a CPA certificate qualifies its holder as an expect on matters 
relating to accounting. In most court cases, however, the CPA’s testimony 
will be restricted to that part of the accounting work which was per­
formed by him or under his direct supervision and in his presence.
Nowhere else in his experience does the independence of the CPA 
become so significant as it is when he is called as an expert witness. Any 
intim ation of bias which is hinted by his testimony will discredit his 
statements and may disqualify him as a competent witness.
T he possibility that court testimony may be required following a 
special investigation further emphasizes the extreme care demanded in 
performing the work as well as the caution required in the preparation 
of the report.
In  many court cases it has been observed that opposing lawyers are not 
so much interested in cross examining every detail of an accountant’s 
report as in striving to destroy his testimony by two forms of strategy:
1. To attempt to belittle it on the ground that it is based upon some assump­
tion on the part of the accountant (such as the acceptance as accurate of an 
opening inventory of some prior year when the testifying accountant was 
obviously not present).
2. To overemphasize some small error on the part of the witness thereby dis­
crediting his entire report on the theory that it probably contains other errors.
Most lawyers are not skilled in accounts and most juries will com­
pletely misunderstand accounting testimony. T he accountant witness 
must be careful to present his case clearly and concisely and should avoid 
technical phraseology. T he attorney and the accountant for the same 
client should prepare their case with extreme care and the accountant 
should make certain that the attorney himself understands exactly to 
what the accountant can or cannot testify.
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REPORTING ON SPECIAL INVESTIGATIONS
Limiting the Report
T he thought has been expressed previously in this chapter that one 
critical problem before the accountant performing a special investigation 
is in deciding what not to do. It can here be stated that another and 
equally im portant decision is what not to say in a report on the investi­
gation.
It is most satisfactory for the accountant to discuss his findings with 
his client before preparing a formal report. Where this is not done, the 
comments in the accountant’s report must be sufficiently comprehensive 
not only to set forth all essential facts and conclusions but also to dis­
close the accountant’s methods and procedures in obtaining his facts and 
to illustrate his approach to the case under review.
T here obviously cannot be an accepted guide, such as the Accounting 
Research Bulletins or the Statements on Auditing Procedure published 
by the American Institute, which can cover adequately the field of special 
investigations. Before any reliance can be placed upon the accountant s 
report it admittedly must be the result of an exhaustive and unbiased 
study of the conditions reported upon. There can be no presumption of 
adherence to essential standards if no such standards have ever been 
established.
T he following features must be found in the text and statements ap­
pearing in the report on a special investigation:
1. Facts should be stated clearly and must be distinguished from prognostica­
tions or conjecture.
2. All of the facts on which conclusions are based must be disclosed.
3. If certain facts appear to contradict others, they must be thoroughly discussed. 
One set of facts must be weighed against another in arriving at a conclusion 
and the reasons for ignoring the implications of any fact should be carefully 
recited.
The report should exclude reference to controversial features in the accounts 
unless they have a bearing upon the conclusions set forth in the report.
4.
Supporting Conclusions
Clients generally appreciate forthright statements. If the CPA develops 
a conclusion from a set of facts he should say so but he should never 
express such a conclusion as if it were a fact.
W hen facts cannot be ascertained by the CPA himself bu t where he 
accepts some statement supplied by another he should in his report ear­
mark such a statement or preface any conclusion by disclosing the source 
of his information.
Conclusions should be expressed whether they are helpful to the 
client’s cause or not. T he only conclusions which properly may be 
omitted by the accountant are those which are irrelevant. However,
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there are occasions when the accountant may not be the best judge of 
relevancy.
T here are many instances where a report should contain a complete 
story of the events which are recorded in the accounts and where the 
accountant may not be able to arrive at a conclusion. T he recitation of 
known facts and the interpretation of them by a CPA may nevertheless 
prove to be of value to interested parties who have first-hand knowledge 
of conditions which are not known to the CPA.
T he CPA should not indicate a conclusion in one paragraph and con­
tradict himself in the next. However, a written discourse pro and con 
on the problem at hand can often be an excellent guide to the recipients 
of the report.
In  Appendix A appears an illustrative report on a business interruption 
loss resulting from a fire of the ABC Lum ber Company, Newport, T en ­
nessee. It indicates the terse nature of the comments and statements 
which are characteristic of a special investigation. T he reader of this 
report, however, should bear in m ind that there were many pertinent 
facts which have not been recited because the client was already aware 
of them.
Appendix B is an illustration of an actual report prepared by a firm of 
CPAs on an investigation for a minority stockholder. It shows particularly 
the sequence of presentation used by this firm to make its reports under­
standable and clear.
Use of Graphs and Charts
In  valuation cases especially, the CPA may sometimes find use for 
graphs and charts. Such exhibits may be used to reflect trends in produc­
tion or in sales, to show the impact upon business volume of wars, 
weather, the seasons, governmental restrictions, inflation and many more 
circumstances beyond the control of business management as well as 
those which are under m anagement’s control.
Charts and graphs are useful in presenting facts and estimates predi­
cated upon those facts to persons who do not readily grasp the signif­
icance of accounting statements. In the accompanying example of the 
ABC Lum ber Company, for instance (Appendix A) the loss in sales might 
have been presented by including a graph which would set forth the rise 
in monthly sales before the loss, the decline during the first six months and 
the later increase when the stock of lum ber had been replaced and the 
damaged facilities were approaching complete restoration. Similarly, the 
increased costs during the months of April, May and June 1951 could 
have been shown to be in marked contrast to the costs in the months of 
normalcy.
Graphs are sometimes used effectively in the court room. Here they 
create an impression upon a jury which can never be accomplished by a 
recitation of facts in conventional accounting terminology.
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W hen graphs are needed the CPA should prepare them from his 
accounting exhibits. They should set forth only the facts or his sound 
conclusions based upon facts. Projections into the future on a graph 
should not be shown merely as a continuation or extension of that charted 
pattern which depicts prior experience. T o  make his story effective, the 
CPA must never perm it himself to be lost in a forest of multicolored lines 
and curves, and he should be satisfied if he can advance successfully bu t 
one idea on a single chart.
Discussion of the use of charts in the presentation of data will be found 
in Chapter 19.
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Appendix A
The following is on example of a report on a special 
investigation made in connection with an insurance claim. 
It will be noted that this type of investigation proceeds on a 
basis which is entirely different from the usual annual audit.
Editor
1
XYZ AND COMPANY 
CERTIFIED PUBLIC ACCOUNTANTS
August 11, 19 5 1
ABC Lumber Company 
Newport, Tennessee
Gentlemen:
In Re: Business Interruption Loss
Fire - October 10, 1950
We have reviewed the accounts and cost records of your business for 
the fiscal years ended June 30, 1950 and 1951. This review was conducted 
for the purpose of estimating the extent of your loss of earnings attribut­
able to the interruption in your yard and mill operations as a consequence 
of the fire of October 10, 1950.
Business interruption insurance in the amount of $100,000.00 was in 
force at the time of the fire. All of this insurance was written on Item I 
only of the standard Two Item Contribution Form with the 80% contribution 
clause attached.
We have prepared and submit herewith two exhibits to which reference 
is made in the comments which follow.
STATEMENT OF BUSINESS INTERRUPTION VALUE
This exhibit sets forth the annual charges and net profit based upon 
our projection of your normal operations for twelve months from October 11, 
1950 to October 10, 1951, inclusive. All bases for forecasting have been 
thoroughly discussed with your President and reference has been made to trade 
statistics for your area as published by the U. S. Department of Commerce.
For the months from October 1950 through March 1951 anticipated sales 
have been based upon the sales experienced in the corresponding months of
19 50, increased by 2 6.136% which was the percentage of increase demonstrated 
in April, May and June 1951 over April, May and June 1950.
Since it is not considered that any sales have been lost after March 31 ,
1 9 5 1, we have included in our projection the actual sales from April through
July 1 9 5 1 . Sales of $50,000.00 monthly have been estimated for the months 
of August and September 1951. This estimate has been made with care and has 
been agreed to by representatives of the underwriters at interest in your 
loss.
This exhibit sets forth a business interruption value of $139,870.09, 
which value is 24.028% of gross sales. The ratio of costs to sales used in 
this exhibit has been developed after giving full consideration to the costs 
experienced by your business in the calendar year 1950 before the fire, as 
well as those experienced during July 1951 which is the first normal month 
following the interruption period.
EXHIBIT B
This exhibit sets forth the projected operations and the actual opera­
tions for the nine-month period of loss from October 1950 to June 1951, in­
clusive. In these projected operations, the same operating ratios were used 
as were used in making up the statement of business interruption value for 
the year following the fire.
Although no sales are presumed to have been lost after March 31 , 1951, 
our review of you r cost records for subsequent months indicates increased 
costs of operations believed to have been caused by adverse conditions re­
sulting from the fire damage, and the period of loss, therefore, is con­
sidered to continue until June 30, 1951.
SUMMARY
According to the terms of your insurance policies, you are obliged 
to carry coverage equal to 80% of $ 13 9,870.09, or $ 1 1 1 ,896.0 7, in order 
to avoid the application of the contribution clause. Since your insurance 
protection is but $ 100,000.00, your claim for lost profits and charges is 
restricted by the application of this clause to 100,000/1 1 1 ,896.07 of 
$53,949.12, or $48,213.59.
It has been agreed with the interested underwriters that the expendi­
ture of $ 1 ,072.00 for rental of additional warehouse space has succeeded
in reducing the insurable loss by an amount in excess of this expenditure. 
Therefore, the entire amount of $ 1,072.00 may be included in your claim and 
it is not subject to the application of the contribution clause.
In summary, our estimate of your claim for business interruption loss 
following the fire of October 10, 1950 is as follows:
Loss of Net Profits and Continuing Charges $48 ,213.59 
Extraordinary Expenses to Reduce Loss 1,072.00
Loss Payable by Interested Underwriters 49 ,285.59
Respectfully submitted,
XYZ AND COMPANY,
Certified Public Accountants
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ABC LUMBER COMPANY
STATEMENT OF BUSINESS INTERRUPTION VALUE AN D OF ANNUAL 
CONTINUING CHARGES AND NET PROFIT, BASED UPON A  PROJECTION OF 
OPERATIONS FOR YEAR FROM OCTOBER 1, 1950 TO SEPTEMBER 30, 1951
Sales
Less - Returns and Allowances
Net Sales
Less - Discount on Sales
Less - U n insurable Items as Follows: 
Cost of Sales
Less - Discount on Purchases
Wages - Labor
Wages - Truck Drivers
Social Security Taxes
Freight
Demurrage
Freight Out
Heat, Light and Power
Supplies
Total U n insurable Items
$379,708.42 
4 ,8 8 9 .8 5
Projected Operations 
October 1, 1950 to 
September 30, 1951
$ 582, 124.88
4, 552.22
577,572.66
14, 227.13
$ 563, 345.53
374,818.57
19, 419.69
9, 022.94
625.74 
1 6 ,980.58
203.74 
7 5 .6 8
2,084.01
244.49
423,475.44
Business Interruption Value - 100% (Forwarded) 139, 870.09
(Subject to Attached Comments)
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STATEMENT OF BUSINESS INTERRUPTION VALUE AND OF ANNUAL 
CONTINUING CHARGES AND NET PROFIT, BASED UPON A PROJECTION OF 
OPERATIONS FOR YEAR FROM OCTOBER 1, 1950 TO SEPTEMBER 30, 1951
ABC LUMBER COMPANY
Business Interruption Value - 100% (Brought Forward)
Composed of the Following Insurable Items;
Executive Salaries
Office Salaries
Sales Salaries and Commissions
Superintendents' Salaries
Architects' Salaries
Watchman's Wages
Social Security Taxes
Repairs to Buildings
Repairs to Boiler
Repairs to Machines
Advertising
Auto and Truck Expense
Postage
Telephone and Telegraph 
Legal and Professional 
Office Supplies 
Dues and Subscriptions 
Traveling Expense 
Interest Paid
Donations and Miscellaneous
Stationery and Printing
Real Estate Taxes
Depreciation
Life Insurance Premiums
Insurance
Total Insurable Items
Projected Operations 
October 1, 1950 to 
September 30, 1951
$139,870.09
$27,626.57 
10,860.87 
2,230.4 4  
1 , 820.67
2, 523.17 
1,689.60
684 .74 
1,868.38 
635.63 
253.07 
1,277.10 
3,678.72 
377.70 
2,167.85 
5,011.31 
856.73
540.25
4,732.80
535.97
1 ,161 .21
1,015.92
1 ,697.17 
3,015.16
2 ,273.80 
2, 553.54
87, 451.43
Insurable Net Profit Before Taxes 52,418.66
(Subject to Attached Comments)
STATEMENT OF A N T ICIPATED OPERATIONS A N D  O F  A C T U A L  OPERATIONS 
FOR THE NINE MONTHS FROM OCTOBER 1 , 1 9 50 TO JUNE 3 0 , 1 9 51 , INCLUSIVE
Antic i p a t e d  Operat i o n s  A c t u a l  Operations
October 1 , 1 9 50 to June 30, 1 9 51 Octo b e r  1950 to June 3O, 1951
Sales $ 4 2 6 ,959.19 $ 3 0 2 , 9 3 0 . 0 4
Less - Returns and A l l o w a n c e s  4 ,4 8 2 .62
Net Sales 4 2 3 ,6 2 0 .3 7  2 9 8,447 .4 2
Less - Discount on Sales 1 0 ,4 34 .8 8  9 ,4 8 9 . 79
ABC LUMBER COMPANY Exhibit B
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$41 3 , 1 8 5 . 49 $288,957 .63
Less - Uninsurable Items as Follows:
Cost of Sales $ 2 7 8 , 496.94 $ 2 1 0,8 1 0 .9 7
Less - Dis c o u n t  on Purchases 3 , 5 8 6 .46 274 , 9 1 0 .48 3 , 5 0 8 .9 6  2 0 7 , 3 0 2 .0 1
Wages - L a bor l 4 ,24 3 .3 8  1 8 ,0 2 8 .5 1
Wages - T r u c k  D rivers 6,617.87 5 ,4 0 5 . 30
Social Security T a xes 4 58.95 5 1 5 . 54
Freight 1 2 , 4 5 4 . 4 0  8,836.1+7
Demurrage 14 9 .4 4  18 9 . 21
Freight Out 5 5 . 50 25.87
Heat, Light and Power 1 ,5 2 8 .5 1  1 ,3 9 0 .2 0
Supplies 1 7 9 .32 142.88
Total Uninsurable Items 31 0 , 5 9 7 . 83 241 ,8 3 5 . 99
Business Interruption Value - 100% (Forwarded) 1 0 2 ,5 8 7 .6 6  47 ,1 2 1 .64
(Subject to Attached Comments)
ABC LUMBER COMPANY
STATEMENT O F  A N T I C I P A T E D  OPERATIONS A N D  OF  A C T U A L  OPERATIONS 
F O R  T H E  NI N E  MONTHS F R O M  OCTOBER 1 , 1 9 50 T O  JUNE 3 0 , 1 9 51 , INCLUSIVE
Exhibit B
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Business Interruption Value - 100% 
(Brought Forward)______________________
Composed of the Foll o w i n g  Insurable 
Items:
A n t i c i p a t e d  Operations 
O c t o b e r  1 , 1 9 50 to June 30 ,  1 9 51
$102,587.66
A c t u a l  Operations 
October 1 , 1 9 50 to June 3 0 , 1 9 51
$ 4 7 ,1 2 1 .6 4
Increased Costs 
N o t  Attributable 
to Fire
Executive Salaries $20,719.93 $20,719.93
Office Salaries 8,145.65 8,145.65
Sales Salaries and Commissions 1,115.22 980.77
S u p e r i n t e n d e n t s ’ Salaries 3,615.50 3,615.50
A r c h i t e c t s ’ Salaries 1,892.38 1,892.38
W a t c h m a n ’s Wages 1,267.20 1 ,3 4 6 .3 9
Social Security Taxes 550.79 549.58
Repairs to Buildings 1,401.28 2,521.55
Repairs to Boiler 476.72 635.63
Repairs to Machines 189.80 136.64
A d v e r t i s i n g 3,207.83 3,207.83
A u t o  and Truck Expense 2 ,7 5 9 .0 4 1,887.50
Postage 283.28 321.62
Telephone and Telegraph 1,625.89 1 ,6 4 1 .5 9
Legal and Professional 3,758.50 8,652.85
Office Supplies 6 4 2 .5 5 906.73
D u e s  and Subscriptions 405.19 1 ,4 2 0 .0 3
D o nations and Miscellaneous 1,098.18 1,896.21
T r a v e l i n g  Expense 3,549.60 3,101.94
Insurance 3,620.50 3,535.55
Statio n e r y  and P r i nting 7 8 4 .4 4 789.50
Real E state Taxes 1,272.88 1,833.02
Interest Paid 401.98 401.98
Depreciation 2,283.87 1,904.31
Total Insurable Items 65,068.20
Insurable Net Profit 3 7 ,5 1 9 .4 6
72,044.68 
24 , 923.0 4 *
$1,120.27
158.91
53. 16*
4 , 894.35
l , 0 1 4 .8 4
798.03
560.l4
8 , 493.38
* Denotes red figure, COMPUTED LOSS
N e t  Profit A n t i c i p a t e d  f r o m  Operations $ 3 7,5 1 9 .4 6
N e t  Loss Sustained 24 ,923 .04
Difference - Increase in N e t  Loss 6 2 , 4 4 2 . 50
Less - Increased Costs not Attributable to Fire 8,493.38  
N et Loss A t t ributable to Fire 5 3 , 9 4 9 .1 2
A d d  - E x p e d i t i n g  Expense Rent of Warehouse 1 ,0 7 2 .0 0
Lo s s  A t t ributable to Fire 5 9 , 0 2 1 .1 2
(Subject to Attached Comments)
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Appendix B
REPORT ON A SPECIAL INVESTIGATION
Shown in this appendix is a reproduction of an actual report by a firm 
of certified public accountants on a financial investigation for a client, 
with names and dates and facts wholly disguised. The purpose of includ­
ing this report, the contents of which would of course not be applicable in 
any other situation, is principally to present the format and sequence of 
outline used by this firm in reports of this type.
The general outline followed in the report is as follows:
1. Introduction — this states the nature of the assignment, the authority for it, 
and the period covered.
2. Scope of examination and report — this limits the engagement, states its pur­
pose, and describes the intended significance of the report.
3. Basic data — this outlines the general circumstances in which the investiga­
tion was performed and the general facts constitute the setting for the report 
and its conclusions.
4. Summary of findings — this sets forth in broad terms the conclusions reached 
as a result of the investigation.
5. Particulars —- this is a series of one or more paragraphs describing in detail 
the points supporting the conclusions expressed in the summary. (In the 
ordinary report, this would constitute the greater portion of the material, as 
it does in the illustration.)
6. Recommendations — since the report is one which calls for recommended 
action, this section contains a general list of the steps suggested by the account­
ants, based on their findings.
In the usual case, the report also would contain financial statements 
or schedules presenting the accounting data behind the text of the report. 
Since these statements would not ordinarily follow the sequence of those 
found in a report containing the accountants’ opinion on a customary 
financial examination, the practice is to supply an index listing the titles 
of the statements. In the illustration, these schedules are not shown.
This was a confidential report for the attorney representing a minority 
stockholder. It contains conclusions and recommendations which might 
be inappropriate in many circumstances. Sometimes in reports of this 
general type the auditor submits factual data, and carefully avoids draw­
ing conclusions or making recommendations. Oral conferences are then 
utilized to aid the client in forming his own conclusions based on the 
factual data and on nonfactual impressions obtained by the auditor as 
a result of his investigations.
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ILLUSTRATIVE REPORT
January 6, 1953
Mr. J. S. Adams 
1421 Winthrop Street 
Chicago, Illinois
Dear Sir:
In accordance with the instructions contained in your letter o£ Septem­
ber 30, 1952 and based on the additional information given us by your 
client, Mr. R. A. Smith, we have made a special and limited examination 
of certain of the accounting and corporate records of Martin-Smith Cor­
poration. Our investigation related exclusively to the period from 
January 1, 1949 to December 31, 1952, and was for the purpose of formu­
lating and reporting to you our opinion as to the general propriety of (1) 
the accounting principles and procedures employed by the company and 
(2) the financial policies and practices of the company. This investiga­
tion did not include a detailed audit of all transactions for the period but 
consisted of a review of such records, accounts and other data as seemed 
to us most likely to have a bearing on these broad subjects.
SCOPE OF REP ORT
This report presents our findings, conclusions and recommendations. 
Because of the fact that it is not based upon a detailed audit, it does not 
purport to contain a complete accounting for the types of transactions and 
activities which are reported upon. It is intended to be rather a pre­
liminary recital of our investigation and its findings, within a limited 
scope, for the purpose of transmitting our conclusions and recommenda­
tions to you for such further action as may be considered desirable or 
necessary. It is to be assumed that a more comprehensive investigation 
on our part would in all probability produce additional evidence of the 
conditions that we report herein.
BASIC DATA
Martin-Smith Corporation is an Illinois corporation, formed in 1938, 
for the purpose of engaging in the business of manufacturing and selling 
washing machines and related appliances. Its plant and office are located 
in Chicago. The capitalization of the company consists of 10,000 shares 
of common stock at a par value of $10 each, or a total stated capital of 
$100,000. All of these shares are outstanding, 60% of them being owned 
by Fred Martin and 40% by R. A. Smith. Fred Martin also is the owner 
of the entire capital stock of The Martin Company, which is engaged 
in the same business in Los Angeles.
Fred Martin is the president and a director of both corporations. Mr. 
Smith is a director of Martin-Smith Corporation only. Other directors of
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t h e  t w o  c o m p a n i e s  a r e  d e s i g n e e s  o f F r e d  M a r t i n .  T h r o u g h  t h e  b o a r d s  o f  
d i r e c t o r s  h e  h a s  e x e r c i s e d  e f fe c t iv e  a n d  a p p a r e n t l y  u n q u e s t i o n e d  c o n t r o l  
o f  t h e  c o m p a n i e s  d u r i n g  t h e  p e r i o d  o f  t h e i r  e x i s t e n c e  a n d  p a r t i c u l a r l y  
d u r i n g  t h e  p e r i o d  c o v e r e d  by  o u r  i n v e s t i g a t i o n .  M r .  S m i t h  is a  d i r e c t o r  o f  
M a r t i n - S m i t h  C o r p o r a t i o n ,  b u t  d o e s  n o t  h o l d  a n  a c t i v e  p o s i t i o n  as a n  e m ­
p l o y e e  o f  t h e  c o m p a n y  a n d  h a s  n o t  p a r t i c i p a t e d  in  i ts  a f fa i r s  o t h e r  t h a n  
to  a t t e n d  i n f r e q u e n t  m e e t i n g s  o f  t h e  d i r e c to r s .  T h e r e  a r e  n u m e r o u s  
i n t e r c o m p a n y  t r a n s a c t i o n s  b e t w e e n  M a r t i n - S m i t h  C o r p o r a t i o n  a n d  T h e  
M a r t i n  C o m p a n y ,  t h e s e  c o n s i s t i n g  i n  p a r t  o f  s h i p m e n t s  o f  m a t e r i a l s ,  
s u p p l i e s  a n d  f i n i s h e d  m e r c h a n d i s e ,  a n d  i n  p a r t  o f  c h a r g e s  f o r  j o i n t  a d ­
v e r t i s i n g ,  c a t a l o g s  a n d  o t h e r  e x p e n s e s .
S U M M A R Y  OF FINDINGS
O u r  g e n e r a l  c o n c l u s i o n s ,  o n  t h e  b a s i s  o f  o u r  l i m i t e d  i n v e s t i g a t i o n ,  a r e  
as f o l lo w s :
1. T he affairs of the company have been conducted by its active management in 
violation of customary financial practices.
2. T he accounting methods and office procedures of the company are inadequate, 
inefficient, inaccurate and unsatisfactory. For these reasons, the financial 
statements heretofore presented to Mr. Smith by the company are in many 
respects unreliable.
3. There are numerous intercompany transactions between the two affiliated 
companies, many without formal authorization or contract that we could 
locate or learn of from employees. A number of these transactions are of a 
questionable nature and some of them appear to have resulted in the diver­
sion of funds of Martin-Smith Corporation to The Martin Company.
T h e  f o l l o w i n g  l i s t  i n d i c a t e s  s o m e  o f  t h e  p r a c t i c e s  w h ic h ,  i n  o u r  o p i n i o n ,  
a r e  s u b j e c t  to  c r i t i c i s m .
UNSOUND F IN A N C IA L  PRACTICES
S p e c i f i c a l ly ,  t h e  f o l l o w i n g  u n s o u n d  o r  q u e s t i o n a b l e  f i n a n c i a l  p r a c t i c e s  
w e r e  f o u n d  to  e x i s t  d u r i n g  t h e  y e a r s  u n d e r  i n v e s t i g a t i o n :
1. Martin-Smith Corporation has on a number of occasions issued its checks 
or notes in payment for merchandise purchased personally by Fred Martin 
and delivered to him at his home address; such merchandise appears to be 
of a type not usable in the company’s business but nevertheless has been 
charged to its expense accounts. (See schedule on page 21.) *
2. Martin-Smith Corporation has on a number of occasions traded or kited 
checks with T he Martin Company to create temporary improvements in the 
bank balances of either or both companies. (See schedule on page 22.)
3. Martin-Smith Corporation has on certain occasions issued its notes, ap­
parently without consideration, to T he Martin Company to permit the 
latter company to discount such notes at its bank in Los Angeles. On one 
such occasion it appears that Martin-Smith Corporation itself furnished the 
funds to pay the note to the Los Angeles bank at its maturity. (See schedule 
on page 23.)
Editor’s Note: Schedules referred to in this report are not reproduced.
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4. There has apparently existed, by reason of the credit limitations of The 
Martin Company, the practice of instructing suppliers to bill Martin-Smith 
Corporation for merchandise purchased and received by The Martin Com­
pany. In such cases, the bills were paid by Martin-Smith Corporation and 
charged to the account of The Martin Company. (See schedule on page 24.)
5. Martin-Smith Corporation has from time to time advanced funds to Fred 
Martin in substantial amounts; as a result it has for some time carried a 
debit balance against him aggregating approximately $30,000, on which no 
interest has been received. (See schedule on page 25.)
6. Martin-Smith Corporation has engaged in numerous intercompany trans­
actions with The Martin Company, including the frequent transferring of 
funds back and forth, the regular shipment of merchandise back and forth, 
and the purchase of dies, molds and equipment under the following unsatis­
factory conditions. (See schedules on pages 26 to 30.)
a. No agreed working basis is said to exist as to the methods by which such 
intercompany charges were to be determined.
b. We were unable to find any reconciliation of intercompany entries and 
balances which has been made during the past several years and were 
informed that no reconciliation had been made.
c. Shipments of merchandise have been made to Martin-Smith Corporation 
by The Martin Company on numerous occasions without apparent au­
thorization of Martin-Smith Corporation.
d. Expense charges have been made against Martin-Smith Corporation by 
The Martin Company on numerous occasions at irregular and incon­
sistent intervals, many of them undetailed and for apparently arbitrary 
amounts.
e. Invoices apparently have been rendered in a number of instances by 
The Martin Company for merchandise never shipped to or received by 
Martin-Smith Corporation. In some but not all of such cases credit 
memoranda were later issued to Martin-Smith Corporation by The 
Martin Company.
7. Traveling expense allowances in round amounts have been paid to officers of 
Martin-Smith Corporation without authorization of the Board of Directors 
and without the submission of expense accounts by the recipients. (See 
schedule on page 31.)
8. In certain years, salaries have been paid or credited to officers of Martin- 
Smith Corporation without authorization of the Board of Directors. (See 
schedule on page 32.)
9. Loans and cash advances have been made on many occasions to employees 
of Martin-Smith Corporation and no satisfactory method or policy has existed 
with respect to collecting such amounts. (See schedule on page 33.)
10. Salary arrangements apparently have existed with R. W. Spencer, sales 
manager, whereby he is paid in proportion to the volume of business of 
Martin-Smith Corporation, but such arrangements have never formally been 
approved by the directors or reduced to writing in contract form. (See record 
of payments on page 34.)
11. Martin-Smith Corporation has on one or more occasions purchased auto­
mobiles from its officers and resold them at a loss immediately thereafter. 
(See schedule on page 35.)
12. Personal telephone bills of certain employees have regularly been paid by 
Martin-Smith Corporation without satisfactory showing that such accounts 
were incurred in connection with company business. (See schedule on 
page 36.)
13. Traveling expenses have on one or more occasions been paid for officers
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of M a rtin -S m ith  C o rp o ra tio n , in c lu d in g  ex penses of m em b ers o f th e ir  fam ily , 
th e  e n tire  am o u n ts  b e in g  ch arg ed  to  ex p en se  accoun ts . (See sch ed u le  on  
p ag e  37.)
14. A m o u n ts  p a id  to  em ployees in  th e  fo rm  of cash advances a n d  so ca rried  in  
th e  acco u n ts  have  b e en  w ritte n  off a t th e  d ire c tio n  of th e  sales m a n a g e r  
w ith o u t fo rm al a p p ro v a l o f an  officer o f th e  com p an y . (See sch ed u le  on  
p ag e  38.)
The foregoing list of particularized financial policies of unsound or 
questionable character engaged in by the company does not include 
various omissions and violations of customary sound financial practices. 
A list of some of these is included as a supplement to indicate the general 
laxity of the financial operations of the company.
Beyond these matters, it appears that the financial policies of Martin- 
Smith Corporation have been conducted by its active management with­
out regard to its existence as a separate entity distinct from The Martin 
Company or from Fred Martin personally. A review of the intercompany 
transactions leads to the conclusion that The Martin Company has 
benefited greatly at the expense of Martin-Smith Corporation. The 
nature and extent of the practices supporting this conclusion are dis­
cussed in a later division of this report.
IMPROPER ACC OU NTING METHODS
Many deficiencies were observed by us in the company’s accounting 
methods and in the recording of transactions. A description of some of 
these is included as a supplement to this report.
INTERCOMPANY TRANSACTIONS
As previously indicated herein, Martin-Smith Corporation has engaged 
in unsound financial practices in issuing accommodation notes to The 
Martin Company, trading or kiting checks with that company, and paying 
bills for merchandise shipped to and received by that company. The 
intercompany transactions generally are also subject to serious criticism 
by reason of the fact that no working basis seems to exist as to the method 
of determining intercompany charges, the accounts of the two companies 
are not regularly reconciled, shipments are made by The Martin Com­
pany without apparent authorization, expense charges are made at 
irregular intervals and seemingly in an arbitrary manner, invoices are 
rendered in advance of shipment and in many cases without shipment ever 
being made. All of these criticisms relate principally to the method of 
procedure in the course of the intercompany dealings and themselves do 
not necessarily result in financial loss to one company or the other if the 
items are proper and eventually enter into the intercompany balances.
As stated earlier herein, however, it appears that the financial policies 
of the company generally have failed to consider the existence of Martin- 
Smith Corporation as a separate entity distinct from The Martin Com­
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p a n y  a n d  h a v e  r e s u l t e d  i n  th e  a p p a r e n t  d iv e r s io n  o f f u n d s  o f  th e  c o m ­
p a n y  to  t h e M a r t in  C o m p a n y .  I n c lu d e d  a m o n g  t r a n s a c t io n s  o f  th is  ty p e  
a r e  t h e  f o l lo w in g :
(Editor’s note — These details, not being important for the pur­
poses of illustration, are omitted here)
T h e  n a t u r e  a n d  e x t e n t  o f  th e  u n s u p p o r t e d  a n d  e r r o n e o u s  c h a rg e s  m a d e  
b y  T h e  M a r t i n  C o m p a n y  a g a in s t  th e  c o m p a n y  i n  th e  f o u r - y e a r  p e r io d  
c a n n o t  s a t is f a c to r i ly  b e  d e t e r m i n e d  f r o m  th e  p r e s e n t  r e c o r d s  o f  th e  c o m ­
p a n y ,  a n d  i t  w o u ld  b e  n e c e s s a ry  to  m a k e  a  t h o r o u g h  e x a m i n a t io n  o f  th e  
b o o k s  o f  T h e  M a r t in  C o m p a n y  to  d e te r m i n e  th e  e x t e n t  to  w h ic h  t h a t  
c o m p a n y  p r o f i te d  b y  th e s e  t r a n s a c t io n s .  V a r io u s  c o m p u t a t i o n s  a n d  c i r ­
c u m s ta n c e s  a v a i l a b l e  to  d a t e  i n d ic a te  t h a t  th e  a m o u n t  b y  w h ic h  th e  
c o m p a n y  h a s  b e e n  o v e r c h a r g e d  o r  im p r o p e r l y  c h a r g e d  m a y  b e  v e ry  
s u b s ta n t i a l .  (S ee  s c h e d u le  o n  p a g e  44 .)
R E C O M M E N D A T I O N S  *
B a s e d  u p o n  th e  f o r e g o in g  g e n e r a l  o u t l i n e  o f  d e f ic ie n c ie s  i n  th e  c o m ­
p a n y ’s o r g a n iz a t io n ,  p o l ic ie s  a n d  p r o c e d u r e s ,  i t  is r e c o m m e n d e d  to  th e  
e x t e n t  i t  is f e a s ib le  to  d o  so t h a t  a  c o m p r e h e n s iv e  s e t t l e m e n t  a n d  i n t e r n a l  
r e o r g a n i z a t io n  s h o u ld  b e  e f fe c te d  a lo n g  th e  f o l lo w in g  g e n e r a l  l in e s :
1. A reasonable adjustment and settlement of the intercompany accounts to 
return to the company the amounts which it has been overcharged by The 
Martin Company. In order to obtain the facts needed to accomplish this, the 
scope and period of audit should be extended and access to records of T he 
Martin Company will be necessary.
2. T he elim ination of all of the financial practices and policies of the company 
criticized herein. This should necessarily include definite limitations upon 
further expansion until the financial position of the company is greatly im­
proved, and a plan for the liquidation of indebtedness of officers and em­
ployees, all for the purpose of assisting in restoring the company’s working 
capital.
3. Revision of the present accounting system and procedures to overcome all of 
the cited deficiencies presently existing and to accomplish specifically the 
following:
a. Prompt, complete and accurate recording of all transactions.
b. Compilation of current and accurate financial reports to serve the manage­
ment and to inform stockholders and creditors of the true position of the 
company.
c. Provision of a means of long-range planning and budgetary control of the 
financial aspects of the business.
4. T he developm ent of the full details of a complete working agreement to settle 
permanently all problems in connection with necessary or desirable inter­
* While recommendations of this type might not ordinarily be included in the 
report, they would be prepared and held in the file of the accountant as a basis for a 
discussion with the client.— Editor
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company transactions. This agreement must necessarily provide for the 
following:
a. The determination of a basis for all intercompany charges, based upon 
the cost to the originating company, plus an agreed overhead or profit 
factor.
b. The reservation of the right to either company to accept or reject any 
proposed transactions or charges.
c. The elimination of all types of improper intercompany cash transactions 
and the prevention of accumulation of intercompany debts, including pro­
vision for monthly settlements of intercompany items.
d. A reservation of the right to either company to audit the books of the 
other company from time to time to satisfy itself as to the propriety of 
intercompany charges.
e. A written agreement between the companies expressing their territorial 
limitations.
5. The establishment immediately of a complete working control over the new 
businesses recently purchased in New York and the development of a long- 
range plan for financing the operation of those businesses.
6. The creation by the Board of Directors of a management or operating com­
mittee to pass upon policies and transactions generally, with participation in 
such committee by one individual designed by you as minority stockholder; 
the right of any individual on such committee to appeal to the Board of 
Directors of the company on any matters not unanimously agreed to by the 
committee.
7. The control of all salaries, compensation and expense allowances of key em­
ployees and officers by the Board of Directors: the disposition by the Board 
of claims of present employees for salary adjustments, including action with 
regard to amounts advanced to employees and apparently uncollectible; the 
consideration of an arrangement whereby valuable key employees of the com­
pany may participate in its stock ownership.
8. Provision for regular periodic audits of the accounts of the company by 
certified public accountants, the reports on such audits to be made available 
to all stockholders, officers and directors.
T h e  a d o p tio n  o f these recom m en d ation s sh o u ld  e lim in a te  the presen t  
h aphazard  con tro l o f the affairs o f  the com p an y  an d  su b stitu te  a n orm al 
an d  recogn ized  m eth o d  o f  o p era tio n  that w o u ld  serve to p rotect the in ­
terests o f a ll parties con cern ed , an d  preserve the va lu es, ta n g ib le  an d  in ­
tan g ib le , w h ich  h ave b een  accu m u la ted  by the com p any  sin ce its in ­
cep tion .
M uch  o f the in fo rm a tio n  o b ta in ed  in  the course o f ou r ex a m in a tio n  
has b een  briefly  su m m arized  h ere in . O ur w ork in g  papers co n ta in  m any  
d eta ils  n o t en u m erated  in  this report or the a ccom p an y in g  schedu les. A ll  
o f this in fo rm a tio n  is ava ila b le  to  you  and  you r cou n sel for con sid era tion  
of steps to be taken  to p ro tect you r in terests an d  to  accom p lish  the p ro ­
p osed  changes in  the affairs o f the com pany.
V ery tru ly yours,
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O M I S S I O N S  A N D  V I O L A T I O N S  O F  U S U A L  S O U N D  
F I N A N C I A L  P R A C T I C E S
1. No satisfactory cost-finding method is employed or consistently used in fixing 
selling prices or inventory valuations.
2. Receiving reports, vouchers and other records have not properly and con­
sistently been handled to substantiate purchase invoices or cash payments.
3. No centralized purchasing department has existed, and purchase orders have 
been placed by a number of people within the organization without proper 
co-ordination.
4. No satisfactory method of approving and vouching expense invoices exists 
and many cash payments have been made without satisfactorily recorded 
approvals.
5. Checks and notes have been signed by either one of two individuals without 
provision for the customary safeguard of employing countersignatures.
6. The corporate minute books are incomplete and do not record authorization 
for many of the transactions which should properly have such authorization.
7. No budgetary system exists and planning of the financial control of the com­
pany seems to have been entirely on a day-to-day basis.
8. No adequate method of daily, weekly or other interim reports as to cash 
position or obligations has been employed and finances thus have been in­
adequately controlled.
9. The company has frequently issued and released checks without having 
sufficient funds in the bank to cover them, depending upon subsequent collec­
tions to provide funds for the purpose.
10. Financial statements have regularly been prepared on entirely erroneous 
principles, including the misclassification of balance sheet items which re­
sulted in showing a more favorable financial condition than actually existed.
11. No method has existed for controlling or keeping record of the merchandise 
stock in the company’s plant or in the Chicago store.
12. No fidelity bonds have been carried upon receiving and shipping clerks, 
salesmen, the factory superintendent and other employees who may be in a 
position to divert the company’s merchandise or funds.
13. Tax returns have on a number of occasions been filed delinquently, re­
sulting in the payment of unnecessary penalties and interest.
14. The insurance coverage carried by the company appears to be unco-ordinated 
and incomplete. No use and occupancy insurance now is carried nor is 
“extended coverage’’ provided in connection with fire insurance policies.
15. Despite apparently profitable operations, the company’s working capital has 
been depleted rather than increased in recent years in the face of increased 
requirements for financing a greatly increased volume of business. A large 
portion of its net income has been reinvested in purchases of real estate and 
in substantial advances to an officer when current needs were being supplied 
only by means of bank borrowings. (See comparative balance sheets on 
page 39.)
16. Commitments for expansion have been made far beyond a reasonably con­
servative point and, in particular, the purchase of two subsidiary companies 
within the last year involves obligations and prospective expenditures beyond 
present expectations of available funds for the purpose. (See analysis on 
page 40.)
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D E F I C I E N C I E S  I N  A C C O U N T I N G  M E T H O D S
1. Items have been, deliberately or otherwise, carried in improper accounts. 
For example, various items carried in the notes receivable account are not 
represented by notes; accounts due from officers and employees and from 
The Martin Company are carried in customers’ and creditors’ ledgers; notes 
receivable from customers are not recorded as such but are carried as open 
account balances. (See schedule on page 41.)
2. Purchase invoices and expense payments are frequently misclassified and 
carried in incorrect accounts, especially purchases and charges originating 
with The Martin Company. (See schedules on page 42.)
3. An account due from W. B. Hopkins, bookkeeper, principally for cash ad­
vances, is carried in the customers’ ledger under the fictitious name of W. 
Bailey. Furthermore, a portion of the present salary of $400 per month paid 
to W. B. Hopkins is concealed by being charged to the miscellaneous office 
expense account. (See schedule on page 43.)
4. The ledger classification of accounts is unsatisfactory and does not lend itself 
to the convenient preparation of financial statements.
5. No departmental classification of costs or gross profits is maintained to show 
the results from each classification of sales.
6. Federal income taxes paid by the company are not charged on the books 
against operations of the year in which accrued but in the year paid.
7. No satisfactory record of maturity dates of notes payable or record for recon­
ciling payments of interest with the respective notes was found in the com­
pany.
8. Customary journal voucher forms are not used and the original form of 
many of the journal entries consists merely of memoranda on scraps of 
paper. Many of the journal entries have incomplete and insufficient ex­
planations to support them.
9. No satisfactory record of insurance policies or leases was found.
10. Payroll and employee earnings records are inadequate and the method of 
computing and disbursing payroll payments is cumbersome and unsatis­
factory.
11. No record was found in the accounting department for permanent assets 
reconciling with the general ledger figures and showing the physical locations 
of such assets.
12. No satisfactory records were found as to stocks of merchandise carried by 
various salesmen or in the Chicago store.
13. The routine of approving incoming invoices is unsatisfactory and does not 
provide for proper ties between receiving reports, purchase orders, freight 
bills and other records which normally and properly form part of the au­
thentication of payments made.
14. A considerable amount of unnecessary work is created in the accounting de­
partment by reason of the practices which are employed. Some of the records 
could be discarded entirely without loss in efficiency; and such practices as 
paying office employees their supper money by check, paying office employees 
their overtime by separate check, and making frequent advances by check to 
employees on account of salaries, all create needless work and effort.
15. Incoming invoices are not promptly vouchered and entered in the accounts 
but are permitted to accumulate for unreasonably long periods of time.
16. Filing methods are inconsistent and can be improved.
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CHAPTER 25
The CPA as a 
Business Consultant
BY MARQUIS G. EATON
O th er  parts of this book deal with auditing, tax reporting and tax 
controversy, cost accounting, and special investigations. By implication, 
then, it is left for this chapter to treat with all other services offered by 
the CPA. Because he may, from time to time, be called upon for services 
in a range almost as broad as business and society themselves, it obviously 
is impossible for this treatm ent to be inclusive of everything that appears 
occasionally in his public accounting practice. It is thought, though, that 
the bulk of the CPA’s work outside of auditing, taxes, systems, and special 
investigations, falls loosely within the area indicated by “business con­
sultant.’’ This chapter, accordingly, is devoted to that subject. I t  should 
be pointed out that Chapter 21 deals with tax reporting and tax contro­
versy but does not deal exhaustively with tax advice. Being related to 
other business problems, tax advice will sometimes be mentioned here.
As will appear shortly the subjects dealt with in business consulting 
work are too numerous for each to be treated in this chapter on a “how 
to do it’’ basis. Moreover, procedures in consulting work are seldom, if 
ever, as uniform  as, for example, in auditing. This chapter aims, then, 
to present inform ation from various sources that may aid the CPA in 
deciding how much, or how little, consulting work he wishes to do, and 
further, to aid him in constructing a program of his own in those fields 
to which he decides to give attention.
THE ENVIRONMENT WITHIN WHICH THE WORK IS DONE 
What Is a Business Consultant?
T he term “business consulting firm’’ has been given this definition: “A 
business consulting firm must be engaged full-time in advising business 
organizations. T he firm and its members must not be on a company’s 
regular payroll. T he consultant must be called in by management to 
study a problem (or a series of problems) in order to make recommenda­
tions which are likely to affect the course of the business, either on the 
policy or operating level. T he consultant must not be as specialized as 
an advertising agency, industrial psychologist, m arketing fact-finding
1
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service or law firm. However, public accounting firms on special man­
agement assignments are considered as business consulting firms.” 1
Accounting firms differ widely in the range of business advice which 
they offer. For the purpose of defining generally the term “business con­
sulting services” some reference will be made to the customs of the 
consulting firms which do not practice accountancy.
The terms “audit” and “accounting system” have meanings of rea­
sonably sharp outline within the accounting profession. In the field of 
business advice few, if any, segments of the work have as yet been the 
object of such close definition. As a matter of fact, there is little uni­
formity as between one firm of consultants and another in the terms 
employed to classify the work. For reasons that will appear later it seems 
desirable to present here a rather broad selection of titles, even at the 
risk of listing more than one having somewhat the same meaning.
Firms offering business consulting services may be divided roughly into 
two classes: those confining the practice to a specialized subject or sub­
jects and those offering a comprehensive service intended to deal generally 
with all kinds of management problems. It is common for the latter to 
departmentalize their services and then to list in more detail the par­
ticular kinds of assignments undertaken in each department.
One firm uses eight departmental classifications, apparently indicated 
by functional distinctions taken from the organization of the firm itself:* *
1. General engineering.
2. Industrial engineering.
3. Cost engineering.
4. Personnel engineering.
5. Management engineering.
6. Appraisal and valuation engineering.
7. Executive service.
8. Methods and materials handling engineering.
Another uses six departmental classifications, seemingly indicated by 
functional distinctions taken from the client:
1. General management.
2. Manufacturing.
3. Marketing.
4. Financial.
5. Personnel management — industrial relations.
6. Office procedures and methods.
1 See references at end of this chapter.
* The classifications mentioned hereinafter were taken in part from the Directory of 
M em bership and Services —1951, Association of Consulting Management Engineers, 
Inc., 347 Madison Avenue, New York 17, New York, and in part from other sources.
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Still another firm mentions seven departm ental classifications based 
principally upon the type of client served:
1. Management.
2. Railroads.
3. Urban and interurban railroads.
4. Other transportation.
5. Traffic studies.
6. Manufacturing and industrial.
7. Miscellaneous.
W ith this lack of uniformity in the major divisions of the work it is 
natural that detailed references to the specific types of engagements 
undertaken should be diverse. A list of titles used sometimes to describe 
engagements is included as Appendix A of this chapter. T he engagements 
there mentioned are enough to show that business consultants offer their 
services in relation to any of the problems of business. Others, not in ­
cluded in the appendix, show an equal interest in the administrative 
problems of governmental units.
One of the better summarizations of the services offered is:2
“1. Policy determination.
2. Organization.
3. Personnel and the various aspects of personnel administration and industrial 
relations.
4. Finance and financial planning, budgeting, and other aspects of financial 
administration..
5. Physical facilities.
6. Materials management and the operation of supply systems, including in­
ventory control.
7. Operating procedures and administrative methods related to any department 
or activity of an enterprise — procurement, production, marketing and ad­
ministration.
8. Research and development with respect to equipment, materials, manpower 
effectiveness, product and marketing methods.
9. Other elements in the problem of securing maximum productivity.”
T he same source 3 suggests the following forms in which the services 
of the management consultant may be utilized:
‘‘1. By making studies of assigned management problems and reporting findings 
and recommendations.
2. By aiding in the installation of improvements.
3. By giving continuing counsel and technical assistance.”
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To What Extent do CPAs Now Act as Business Consultants?
The appearance of the professional business consultant has occurred 
more or less recently, and the same may be said of the CPA’s emergence 
m this capacity. T hough the beginnings of the accounting profession in 
the United States can be identified with the early 1880’s,4 it was not until
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1925 that one of the first suggestions was made that the CPA m ight act as 
a consultant or advisor on some of the problems of management.5 Even 
in the late 1920’s and early 1930’s, when classification of accounting 
services was receiving much attention, little or no consideration was being 
given the CPA as a business advisor.
T he extent to which the CPA now looks upon himself as a business 
advisor, and is so accepted by the public, is indicated by the replies to 
a questionnaire circulated in connection with the writing of this chapter. 
Responses were received from small, medium-size, and large firms, of 
a broad geographical distribution. T he firms are classified by numbers 
of accounting staff as follows; 1 to 15, small; 16 to 35, medium; over 35, 
large. Insofar as valid conclusions may be based upon this particular 
evidence the following situation exists:
1. CPAs observe an increasing tendency on the part of clients to seek advice 
from them, and attribute this both to the increasing maturity of their own 
separate organizations and to a broadening public acceptance of the CPA 
as an advisor.
2. Opinion is divided about equally among CPAs as to whether the practice 
of seeking advice from them is in its infancy or fairly well advanced. 
Virtually no one believes that it is fully matured. It is interesting, and per­
haps significant, that the small firms, by a small majority, considered the 
practice of seeking advice of CPAs to be in its infancy, while 90% of the 
medium-sized firms believed the practice to be fairly well advanced.
3. The members of the profession are inadequately aware of their oppor­
tunities as advisors.
4. CPAs believe they are justified in giving advice because of their knowledge 
of the subjects mentioned below, and in the listed order of importance:
a. Accounting.
b. Income taxes.
c. Finance.
d. Estate taxes.
e. Management methods.
They stress, too, previous experience applicable to the case in hand.
5. CPAs on occasion advise clients to call in experts in other fields such as 
insurance, market research, and plant engineering.
6. The CPA believes he should defer to other professions as having pre­
emptive rights to give advice in certain recognized fields. Prominent among 
these are lawyers, engineers, and appraisers.
7. Clients show a tendency to ask advice of the CPA which he does not believe 
he should give because it lies within the field of another recognized pro­
fession, or because the CPA is not qualified in the subject. The law is 
prominent here.
8. CPAs serve as directors, members of executive and operating committees, 
and act as controllers for clients either on a continuing basis or for limited 
periods. Roughly half of those responding to the questionnaire have served 
as director, and a smaller fraction in the other capacities. However, such 
service raises a question as to independence if they contemplate continuing 
to make audits for the same client.
9. Operating figures are reviewed with clients by substantially all CPAs, and 
it is a common practice to obtain industry figures, if available for com­
parison with those of the client.
4
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10. Advice is most often given to small clients and to those of medium size, 
though large clients also utilize the CPA’s advice.
11. On the whole, one industry seems as likely as another to consult the CPA, 
though in individual cases emphasis is centered in a particular industry.
12. As to the subjects upon which advice is most often given the first four, 
in their order of importance, are;
a. Accounting (principles, methods, et cetera).
b. Income taxes.
c. Financing.
d. Estate taxes (and estate planning).
Other prominent subjects upon which advice is given include: 
a. Accounting personnel.
Insurance.
Form of business organization.
Governmental regulations.
Reorganizations.
Values of business enterprises.
Budgeting.
Office organization and administration.
Obtaining other experts.
Negotiation, renegotiation, termination of contracts.
Internal auditing procedures.
A minority also advise on the following; 
a. Nonaccounting personnel.
Factory management.
Marketing and merchandising.
Contractual relations.
Pension plans.
Incentive plans. 
g. Rate regulation.
Of course the classifications given here are not all-inclusive.
13. Advisory work is of moderate importance to one-half of the firms when 
judged from the standpoint of fees earned; the other half are divided about 
equally in reporting fees from this source as of great importance and slight 
importance.
14. The services are believed by CPAs to be generally of moderate to great 
importance to clients, and clients are believed to place the same values on 
them. The services are occasionally thought to be of slight importance and 
to be so valued by clients.
15. The large majority of CPAs believe that the practice of giving advice 
contributes greatly or moderately to their other practice. Only a few be­
lieve it contributes slightly or not at all.
16. Accountants on the whole notice a tendency of clients to request more ad­
visory assistance when other work is done with greater frequency (for 
example, monthly or quarterly audits), though some do not observe such a 
tendency.
17. As a formal matter clients variously seek advice of their accountants or the 
accountants volunteer it. A small minority reports that clients do not seek 
it and some state that it is not volunteered.
18. Advice is most often transmitted orally, less often in letters, and still less 
often in formal reports. The weight of opinion is that the manner of 
transmittal has a bearing on the value the client attaches to the work, the 
large majority believing that the more formal the presentation the more 
acceptable the work to the client.
b.
c.
d.
e.
f.
g.
h.
i.
j .
k.
b.
c.
d.
e.
f.
5
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19. In the majority of cases the advice is incidental to other work though in 
others it is treated as a separate matter.
20. Substantially all the advice is given to owners and management, and only 
occasionally to labor, creditors, contracting parties, public authorities, other 
experts such as lawyers, et cetera.
21. Income taxes are an important feature of the problems dealt with in most 
cases, and seem seldom to be absent. Where income taxes are a feature 
there are, in most cases, other related elements to be considered, such as 
accounting, financial, and management problems.
22. The CPA’s advice is generally sought as to a whole problem, and less often 
as to only a specialized portion, with others contributing to the solution.
23. The large majority of CPA firms report that they do not have specialized 
personnel to perform management services. Others report specialized per­
sonnel in general accounting and cost systems, office management proce­
dures, office and manufacturing layouts, estate planning, wage and hour 
stabilization, material control, renegotiation, termination, price control, in­
come planning, reorganization, pension and profit sharing plans, organiza­
tion charts, machine accounting installations.
Where specialists are associated with the firms they usually are accountants 
who have become specialists through study, training and experience and 
only rarely are they industrial engineers or other nonaccounting specialists. 
Opinion is divided as to whether industry specialization is of great, moder­
ate, or slight importance, though a majority consider it to be of moderate 
importance. The results here may be influenced somewhat by the type of 
problem the respondent deals with. One firm considers industry specializa­
tion of great importance on cost accounting and management questions, 
and of moderate importance on most questions of taxes and finance.
26. The profession believes generally that there is relatively greater opportunity 
to render consulting services to small clients than to large, though some are 
of the opposite opinion. Those holding the majority opinion believe quite 
uniformly that this is because the small business units have little specialized 
personnel of their own.
27. Most accountants do not initiate any accounting procedures on behalf of 
the client which are aimed at putting them in a position to give advice, 
though some do. And, similarly, most accountants in making audits do not 
follow any procedures aimed principally at putting them in a position to 
give advice, though some do.
28. Very few accounting firms have procedure outlines or manuals for guidance 
in their advisory work.
24.
25.
If this sampling of the opinions and practices of the profession is 
reliable as affording a reasonably accurate reflection of the whole, a few 
exceptions should be noted among those not included in the question­
naire group. A few firms, usually in the medium-sized and large-firm 
classes, have gone into management consulting work in an extensive way. 
They employ specialists such as industrial engineers and other non­
accountants, as well as accountant specialists, undertake engagements of 
a nonaccounting nature as well as those with accounting features, and 
otherwise engage in a management consulting practice on the same scale 
as management firms doing a pure consulting practice. These accounting
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firms carry on an extensive accounting practice, too, whereas the regular 
management consulting firms, though doing much accounting work of a 
cost or system nature, do not undertake formal auditing engagements as 
CPAs use the term. A few accounting firms offer consultation on a wide 
range of business problems. Most have limited themselves to one or a 
group of selected business problems.
T he foregoing sampling is presented as some indication of conditions 
as they exist. Neither the writer nor, apparently, the majority of the 
profession, believes that in all cases these are the conditions that should 
exist.
Business Consulting and the CPA's Independence
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T he question has sometimes been raised whether giving advice to m an­
agement or participating in management service of various sorts would 
im pair the independence of a certified public accountant who also acted 
as independent auditor of the accounts of the same client. There is 
nothing in the rules of professional conduct of the Institute nor in any 
of its official pronouncements which suggests that independence need be 
impaired by such a relationship. T he nearest thing to a specific ruling 
occurred in 1951 when the committees on professional ethics and auditing 
procedure considered the question whether an accountant can appro­
priately express an opinion on financial statements when he has partici­
pated in keeping the client’s books. Both committees were in agreement 
that if an accountant is in fact independent, and if he has performed all 
the auditing procedures necessary to supplement the information ob­
tained through keeping the books, he should be entitled to express any 
opinion he may have formed. However, there was some uncertainty that 
the two committees were in agreement as to whether the accountant 
should disclose in his report the fact that he kept the books. After further 
consideration the committees have agreed that this is a question which 
should be left to the judgm ent of the accountant in the light of the facts 
of each case. T he committees believe that disclosure of the fact that he 
has kept the books is not usually necessary.6
T he executive committee of the American Institute of Accountants in 
August 1946, issued a general statement on the subject of independence, 
which was approved by the Council (see Chapter 5 of this Handbook on 
“Practical Applications of Professional Ethics,’’ page 16) in which the 
concept is made clear that independence is a state of m ind and is not 
necessarily dependent on specific relationships with the client. Substantial 
financial interest in a publicly held client, however, is forbidden.
Chapter 5 of this Handbook also points out that the Securities and 
Exchange Commission takes a somewhat different view of the question of 
independence. Doubtless because the Commission has the duty of adm in­
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istering specific statutory provisions, it has found it necessary to specify 
a great many relationships between accountants and clients which would 
result in the Commission’s considering the accountant not independent 
for purposes of certifying financial statements. A num ber of these rela­
tionships are stipulated in “Summary of Rules as to Independence of 
Certifying Accountants,’’ Securities and Exchange Commission Account­
ing Series Release No. 47,7 and in an address by Donald C. Cook, now 
Chairman of the SEC, before the American Institute of Accountants, 
published in “How to Improve Accounting and T ax Service to American 
Business.’’8
T he conclusion must be that a CPA who is rendering advice or man­
agement services to a client who must register with the SEC should take 
steps to assure himself that his relationships are not such as to lead the 
SEC to hold him not independent. W ith respect to clients who do not 
have to register with the SEC, however, it appears that the profession 
imposes on the CPA only the responsibility of being “in fact independent” 
in certifying the financial statements of a client to whom he also renders 
management advice or services.
T he questionnaire referred to earlier yields some inform ation on cur­
rent thinking in the profession. Responses here were doubtless based not 
only on considerations of independence but also on competence and on 
opinion regarding the congeniality of auditing and advisory work for the 
same clients.
T he questions in point are repeated below, as well as tabulations of the 
replies;
“Which of the three statements following most nearly expresses your 
opinion of the proper scope of the CPA’s work as advisor?
1. His advice should be based only on accounts, and should deal only
with accounting methods, accounting statements, and accounting 
results. 3%
2. He may give advice in areas in which at least some of the symbols of
thought and expression are accounts, but the advice may deal with 
policies and affairs rather than only with the accounts (for example, 
methods of financing). 80%
3. He may give advice in areas in which none of the elements are related
to accounts (for example, factory layout). 17%”
T he writer suggests that if the occasion arises when the auditor’s inde­
pendence is called into question because he also has given advice to m an­
agement, he should insist that these things be given consideration; T he 
concept of independence would have no value if it were entirely removed 
from assault, and as a practical m atter it cannot be so removed. T he 
weight of this assault can be heavy even when the accountant’s work is 
restricted entirely to auditing. Examples are those occasions when by 
limiting the fee the client would lim it the work, or those in which the 
client insists upon some m atter of classification, or of nondisclosure, to
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the p o in t  even  o f rep la c in g  the acco u n ta n t if  h e d isagrees. If the a ccou n t­
an t can  resist these, th en  h e sh o u ld  find  n o  h eav ier  b urdens in  d issoc ia t­
in g  h im se lf  from  a fata l p erson a l in terest in  the o u tco m e o f  h is advised  
actions. A dvice, m oreover, d ea ls w ith  the fu tu re  an d  n o  o n e  presum es  
to g u aran tee  the fu ture. T h e  a cco u n ta n t w h o  m akes the a u d it  has a type  
o f fa m ilia r ity  w ith  the b usin ess possessed  by n o  o n e  else, an d  o n e  o f  
freq u en t u sefu lness as a basis for g iv in g  advice . A re the accou n ts to be  
a u d ited  tw ice, so th at o n e  a cco u n ta n t m ay certify  an d  a n o th er  advise?
T h e  m ajor ity  o p in io n  o f accou n tan ts at the tim e o f  th is w r it in g  appears 
to be that, for the in d iv id u a l accou n tan t, assau lt u p o n  h is in d ep en d en ce  
is a freq u en t th in g  and  can be resisted  w ith  the ease o f o ld  fam iliar ity . 
H e b e lieves th at the g iv in g  o f  ad v ice is n o t  in co m p a tib le  w ith  a p u rely  
o b jectiv e  co n sid era tio n  o f h is c l ie n t ’s a f f a i r s . 9 H e  accepts th at there are 
circum stances in  w h ich  h e  sh o u ld  d isq u a lify  h im se lf  b u t h o ld s th at h e  
w ill recogn ize these an d  act accord ingly .
“D ev e lo p m e n t o f the w ork  o f the p u b lic  acco u n ta n t as an  in d e p e n d en t  
reporter u p o n  fin an cia l sta tem ents has n o t led  h im  to a b an d on  the  
services in  w h ich  the sp ec ia l in terests o f h is c lien ts  are fo rem o st.”10
Other Business Consultants
B e g in n in g  a l it t le  a fter the turn  o f  the cen tu ry  there has d ev e lo p ed  
grad u a lly  a grou p  w h ose  prim ary con cern  is w ith  b usin ess advice. T h e y  
are variou sly  ca lled  m a n a g em en t con su ltan ts, m a n a g em en t en g in eers, 
in d u str ia l en g in eers, b usin ess cou n sellors, busin ess advisors, an d  by term s 
in d ica tin g  a p ractice lim ited  to a sp ecia lty , such  as in su ran ce cou n sellors, 
lab or re la tion s advisors and  the lik e. T h e  ad van cem en t o f th is grou p  in  
n um bers an d  in  p u b lic  accep tan ce has b een  m ost m arked  in  the sam e  
p eriod  th at accou n tan cy  tu rned  to g iv in g  b usin ess advice.
E x cep t th at the states som etim es im p ose  lim ita tio n s  on  use o f  the  
d esig n a tio n  “en g in ee r ,” the d escrip tive  titles  are a ll se lf-bestow ed . T h ese  
co n su lta n ts  are n o t, therefore, licen sed  by the states, as is the in va r ia b le  
p ractice w ith  som e o f  the o th er  professions. N e ith er  are they organ ized  
in to  com p reh en sive  p ro fession a l soc ieties as are accoun tancy , the law , 
m ed ic in e , an d  som e others. U n d er  th is in fo rm a l arrangem en t it  is 
in ev ita b le  th at som e in co m p e te n t or u n e th ica l persons sh o u ld  se lect titles  
an d  offer th e ir  services to the p u b lic . A ll th in gs con sid ered , there is 
d ou b tless  a h eavy  turnover in  the to ta l n um bers a tte m p tin g  to  associate  
them selves w ith  this p ro fession a l grou p . T h e  great m ajor ity  o f  the  
estab lish ed  firms are n everthe less m ade up  o f cap ab le, resp on sib le , and  
e th ica l p eo p le  w h o  p erform  v a lu a b le  services for business and  the d em an d  
for w h ose  services is in creasin g  rap id ly . T h e  n u m b er  o f  firms n o w  e n ­
gaged  in  th is p ractice is n o t  k n o w n  b u t has b een  estim ated  variou sly  at 
b etw een  th ir teen  h u n d red  an d  three thou sand . A  c lu e  to the n u m b er  o f  
m a n a g em en t con su ltan ts in  re la tio n  to C PA s m ay b e taken  from  a recen t
9
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New York City (M anhattan) 
(approximately) —
classified telephone directory. It listed
Business counsellors 230
Engineers — Industrial 230
Engineers — Management 170
Industrial consultants 140
Labor relations counsellors 110
Financing counsellors 30
Total 910
T he same directory listed approximately twenty-six hundred CPAs. In 
view of the concentration of business activity in New York City this is 
doubtless a much higher ratio of business consultants to CPAs than 
exists in the nation as a whole.
T here is one professional society, though its membership is not inclu­
sive. It is the Association of Consulting M anagement Engineers, with a 
paid staff and headquarters at 347 Madison Avenue, New York. It is 
now composed of about thirty-nine member firms which have brought 
themselves together for the purpose of raising the conditions and level 
of practice. A code of ethics has been adopted that compares favor­
ably with documents of this kind. T he thing that would at once 
strike the accountant’s eye is that it does not forbid solicitation and 
advertising, though it does propose to restrict these to a dignified level.
T he Association requires of its members a record of professional suc­
cess of five years or longer, a reputation for adherence to ethical standards, 
and competence exemplified in the training and experience of principals 
and staff. So far as is known, this organization is the only one in the 
United States composed exclusively of management consultants. It 
accepts as members only those firms having a reasonably broad practice, 
that is to say, broad in the types of business problems dealt with, and 
discourages applications from narrowly specialized consultants. This 
has resulted in bringing into its membership most, but not all, of the 
larger firms doing this kind of work. Its members are organized as part­
nerships or corporations. At least two substantial accounting firms which 
have gone in heavily to management consulting work are members. A 
directory is published by the Association, in which two pages are given 
to each member firm to describe its organization and the services offered.
Personnel of the firms is said usually to be chosen to meet these m ini­
mum standards: thirty-five years of age, a degree in engineering or in 
business, and ten years experience in industry. Jun io r assistants are not 
used extensively, most of this work being done by the client’s staff. A 
considerable part of the work is done at per diem rates, the range here 
being perhaps from $75 to $250, depending upon the grade of man 
furnished.
T he Association maintains a card file of over two thousand individuals
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and firms engaged in management consulting work and has an additional 
data file on about one-third of this card list. Upon responsible inquiry the 
Association will furnish any information from its card and data file, 
regarding individuals and firms, w ithout disclosing the source of the 
inquiry to any of its members.
Branch offices of member firms of the Association are situated generally 
in prom inent industrial areas and do not have uniform geographical 
distribution.
The Management Associations
Although the Association of Consulting M anagement Engineers is the 
only organization of professionals engaged solely in this public practice 
there are several management associations whose concern is with the 
science of management rather than with public consulting practice in 
that field. T he members of these associations are largely industrial com­
panies and their personnel, though persons identified with the consulting 
firms are also members. T he comparison here is somewhat the same as 
relating the National Association of Cost Accountants to the American 
Institute of Accountants.
T he management associations perform various service functions for 
their members. These are concerned chiefly with the development and 
dissemination of inform ation on management problems. As a single 
example of the several such organizations the American Management 
Association will be discussed in some detail.
This organization is twenty-nine years old and has over fourteen thou­
sand members. It m aintains headquarters and a paid staff at 330 West 
42nd Street, New York. T he headquarters include a comprehensive li­
brary and meeting rooms in which seminars and other meetings are 
conducted.
T he activities of the association are divided into eight divisions or 
departments, each in charge of a vice president:
1. Finance.
2. General management.
3. Insurance.
4. Marketing.
5. Office management.
6. Packaging.
7. Personnel.
8. Manufacturing.
Individual membership permits enrollm ent in three or more divisions. 
Company membership permits the enrollm ent of a minim um  of five 
company executives in their choice of two divisions each. Annual mem­
bership fees range from $40 upward. A num ber of accounting firms are 
members.
T he services offered to its members by American Management Asso­
ciation are:
1. Annual or semiannual conferences in each of the eight divisions. Man­
agement problems are analyzed and discussed and the conference proceedings
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are published and circulated to members. About forty pamphlets containing 
these proceedings are published each year.
2. Workshop seminars — smaller discussion groups limited to an advance reg­
istration of about twenty members. These are each devoted to a single 
problem and are held for the purpose of exchanging experiences among the 
members.
3. Management course — a 4-week training program for those who seek to 
qualify for higher managerial responsibility.
4. Briefing sessions — special 1- or 2-day meetings specializing in background 
information on topics of emergency significance.
5. The Association publishes three periodicals: M a n a g e m e n t  N e w s ,  a 6- or 
8-page monthly bulletin on business trends and forecasts; T h e  M a n a g e m e n t  
R e v i e w , a monthly digest of articles appearing in a large number of business 
publications; and P e r s o n n e l ,  a bimonthly on employee problems. It also pub­
lishes books and the proceedings of meetings.
6. From time to time the Association carries out research projects among its 
members and publishes its findings — example, P l a n n i n g  a n d  D e v e l o p i n g  
t h e  C o m p a n y  O r g a n i z a t i o n  S t r u c t u r e .
7. The Association also provides a management information service for its 
members. On specific management problems it furnishes lists of articles, 
books, periodicals, and information from the experience of other members. 
It also maintains an extensive business library at its headquarters and 
furnishes material on loan to its members. Because of the rapid evolution 
of management thinking on various problems the library emphasizes recent 
publications. The Association issues a pamphlet listing publications of its 
own available for purchase by members and nonmembers alike.
A num ber of other management associations carry on activities in 
behalf of their members. As between one association and another these 
activities sometimes overlap. Some of the trade associations also furnish 
assistance on management problems to their members.
Sources of Information on Management Subjects
So great has been the preoccupation of business management, and of 
various other technicians, with sources of inform ation on sound manage­
m ent and business practices that the literature of business is almost lim it­
less. In  fact, a book, has even been written on the highly specialized topic 
of sources of business i n f o r m a t i o n . 1A topic so vast can receive only the 
most summary treatm ent here. A little of the nature of this particular 
volume may be shown by the table of contents:
1. Methods of Locating Facts
2. Basic Time-Saving Sources
3. Locating Information on Firms and Individuals
4. The Business Scene
5. Statistical Sources
6. Financial Information
7. Real Estate and Insurance
8. The Literature of Accounting
9. Management
10. Marketing, Sales Management and Advertising
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11. The Human Factor — Industrial Relations
12. Basic Industries
13. Transportation by Railroad, Air, Motor, Highway, and Water
14. Foreign Trade
15. A Basic Bookshelf
16. Index
Upon the assumption that the user subscribes to his local newspaper, 
that he receives regularly the trade publications in his particular type of 
business, and that as he becomes better informed in his particular field 
he will read and /o r buy books on the subject. Sources of Business In for­
mation suggests for the “basic bookshelf” the f o l l o w i n g :12
Books
Alford, Leon P., and Bangs, John R., editors, “Production Handbook.” Ronald 
Press, New York, 1944.
Aspley, John C., editor, “The Sales Manager’s Handbook,” Dartnell Corpora­
tion, Chicago, fifth edition, 1947.
Brown, Stanley M., and Doris, Lillian, editors, “Business Executive’s Handbook,” 
Prentice-Hall, New York, second edition, 1942.
Funk and Wagnall’s College Standard Dictionary of the English Language, 
Wilcox Follett Co., Chicago, 1943.
Bogen, Jules I. et al, editors, “Financial Handbook,” Ronald Press, New York, 
third edition, 1948.
“The Economic Almanac,” The National Industrial Conference Board, New 
York, annually.
“The World Almanac and Book of Facts,” New York World-Telegram, New 
York, annually.
Paton, William A., editor, “Accountants’ Handbook,” Ronald Press, New York, 
third edition, 1943.
United States Bureau of the Census, “Statistical Abstract of the United States,” 
Government Printing Office, Washington, D. C., annually.
United States Superintendent of Documents, “Commerce and Manufactures,” 
Price List 62, annually.
Magazines
B a r r o n ’s  (weekly), Barron’s Publishing Co., Inc., 40 New Street, New York, N. Y.
B u s i n e s s  L i t e r a t u r e  (monthly) Public Library of Newark, New Jersey, Business 
Branch, 34 Commerce Street, Newark, N. J.
B u s i n e s s  W e e k  (weekly), McGraw-Hill Publishing Company, 330 West 42nd 
Street, New York, N. Y.
M o n t h l y  L a b o r  R e v i e w ,  United States Bureau of Labor Statistics, Washington 
25, D. C. (Send subscriptions to United States Superintendent of 
Documents, Government Printing Office, Washington, D. C.)
S u r v e y  o f  C u r r e n t  B u s i n e s s  (monthly), United States Superintendent of Docu­
ments, Government Printing Office, Washington, D. C.
U n i t e d  S t a t e s  G o v e r n m e n t  P u b l i c a t i o n s  M o n t h l y  C a t a l o g ,  United States Superin­
tendent of Documents, Government Printing Office, Washington, 
D. C.
Reference was made earlier to the inform ation available through the
management associations. T he various trade associations are another
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source of specialized information. A book is available listing the national 
associations of the United States.13 It mentions approximately twenty- 
five hundred associations in the industry sections alone.
Under What Circumstances Does Management 
Employ Business Consultants?
Much of interest and significance to accountants and other business 
advisors is available from a report published by Controllership Founda­
tion, Inc., in 1951,14 on a research project carried out by the Foundation 
among members of the Controllers Institute. T he report is based on 
field work done with sixty-one companies in twenty-seven lines of business 
classified as m anufacturing industries, extractive industries, retail busi­
ness, and financial institutions. These companies had had previous 
experience with business consultants on the following kinds of engage­
m ents:15
“Organizational
Reorganization of a department or a division.
Evaluation of the functions and effectiveness of executives.
Salary and pension plans for executives.
Company wide survey.
Finance and Accounting
Installation of cost control system and cost reduction studies.
Installation of cost accounting system.
Inventory control plan.
Asset valuation.
Tax study.
Budgetary control system.
Financial reorganization.
Record handling and office procedure.
Production and Manufacturing
Job evaluation, time-and-motion studies.
Materials handling.
Special production problems.
Quality control.
Incentive wage systems.
Transportation problems.
Employee pension plans.
Union wage negotiations.
Marketing and Sales 
Market analysis.
Salesmen’s compensation plans.
Product studies.”
In  the foreword of the report it is recognized that consultants have long 
been a controversial subject, saying:
“Perhaps for the simple reason that it is easier to sound wise than to be wise. 
The world is full of brash or unethical sellers of wisdom which either does 
not exist or is not as copious as advertised.
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Just as important, but less publicized is the fact that the world is full of 
careless buyers. Corporate executives call in consultants on problems which 
have not been carefully defined; put them to work under organization con­
ditions that have not been properly prepared psychologically; and then make 
no adequate provision for the application and continuing utilization of the 
consultant’s findings.
We can be sure that there would not be so many consultants in business un­
less a few of them performed a valid function. Despite the unsatisfactory 
experiences found by our field survey, and recounted in this report, it would 
appear that no line of work with so many relatively ethical concerns — de­
pending primarily upon word-of-mouth advertising from satisfied clients — 
could develop entirely on the principle of exploiting the unwary on a hit- 
and-run basis.” 16
Much of the content of the Controllership Foundation report is sum­
marized in the following:
1. Why do companies use consultants?
a. M anagement lacked the time or stall: or both to do the job.
b. Management had not been successful in solving the problem.
c. M anagement employed a consultant for political or organiza­
tional reasons.
d. M anagement wanted a “fresh look” at the company or at a 
specific problem.
e. M anagement was confronted by a problem with which it was 
not familiar.
f. M anagement wanted special inform ation not available nor­
mally.
2. Why do companies avoid using consultants?
a. Company had had unsuccessful experience with consultants 
in the past.
b. T he company, the industry or the problem was too special­
ized.
c. T he company’s problem involved trade secrets.
d. Executive attitudes were such as to doom any consulting as­
sistance to failure.
3. Suggested criteria in the choice of the consultant:
a. W hat is the consultant’s reputation?
b. Is the consultant’s staff capable of handling your work?
c. Can you secure a reasonable estimate of the cost of the work?
d. Is the consultant’s credit rating sound?
e. Do you like the m anner in which the consultant went about 
securing your business?
f. Is the consu ltant going to keep his “eye on the ball”?
g. If the p rob lem  requires sp ecia lized  k n o w led g e  of the industry, 
does the co n su ltant h ave such know ledge?
4. W hat are the sources of information about  the consultant under
consideration?
a. Your business friends.
b. O ther consultants.
c. Present and past clients of the consulting firm.
d. Banks, credit, and investigating agencies.
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6. How do managements choose a consultant?
a. General recommendation. (Typically such recommendations 
were not particularly reliable in that they were not detailed 
or directly related to the company’s problem, often based on 
friendship rather than business acquaintance.)
b. Past association with the consultant. (In the cases where a 
public accounting firm did the consulting work, usually the 
accounting firm chosen was the company’s regular auditor. 
Past successful experience with a consultant is meaningful in 
the choice only insofar as the previous job was similar to the 
assignment under consideration.)
c. Sales solicitation. (In several cases studied the consultant was 
chosen solely on the basis of a sales presentation to the com­
pany by a salesman or a partner of the consulting firm. Often 
this person was not active in the assignment.)
7. What are the circumstances involved in a successful consulting
assignment?
a. Ample preplanning by members of management (agreement 
that a problem exists and consultant should be called in, dis­
cussion by executives, effort to define the problem).
b. Ample preplanning by management and the consultant — 
consisting of a definition of the problem and an understand­
ing as to cost, time-table, and foreseeable benefits.
c. Thorough and honest briefing of consultant on all aspects of 
the problem.
d. Participation in the preplanning by all interested manage­
ment members.
e. Clear responsibility of a company executive for the consult­
ant’s work.
f. If necessary, sufficient staff furnished the consultant by the 
company.
g. Consultant’s recommendations offered and received with an 
understanding of their limitations and with proper imple­
mentation.
h. Realization by management of what is likely to be involved 
in a consulting assignment, the willingness and ability to 
accept these conditions.
i. Check list for judging the consulting job.
e. Your advertising agency, accountants, lawyers, management, 
or board of directors.
f. Business and trade associations.
g. State and Federal agencies.
h. Visits to the consultant’s offices.
5. Check list on the consultant’s man (men) who will do the job:
a. Is he technically competent?
b. Will he work well with your organization?
c. Can he gain the respect and co-operation of your organiza­
tion?
d. Will he keep his eye on the job at hand?
e. Will he work with your organization rather than putting your 
people to work for him?
f. Is he your kind of man?
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8. Ethical conduct of consultants:
a. An honest presentation of his skills, experience, and the staff 
to be assigned to your problem in advance of undertaking an 
assignment.
b. A willingness to decline a job for which he is not fitted or to 
discontinue a job in which he discovers he is not helping the 
company.
c. Complete protection of the company’s confidential inform a­
tion.
d. Complete adoption of the company’s best interests.
e. Sympathy for, ability in, and understanding of the hum an 
relations surrounding his work in the company’s organization.
f. A reasonable estimate of the total cost of the job under con­
sideration, in advance of beginning the work.
g. On request of the company, a statement of his understanding 
of the problem.
T he report contains two specimen agreements between consultant and 
client. One, involving a general examination of m arketing and sales pro­
motion activities, contains sections on:
1. Objective of the study.
2. Scope of study.
3. Study methods.
4. Fees and expenses.
5. Personnel and schedules.
T he other, for a study of cost accounting and executive reports activities, 
contains these sections:
1. Opportunities for improvement.
a. Making cost reports available at an earlier date.
b. Directing attention to weak spots.
c. Avoiding duplication of work.
d. Developing a more complete picture of plant operating results.
e. Encouraging the making of special cost analyses at the plants.
2. Recommended program.
3. Objectives and scope.
4. Approach to study.
5. Fees and expenses.
On the whole the report contains many suggestions of value to the 
CPA either in the conduct of his own consulting work, or when confronted 
with the necessity to recommend or pass upon other business consultants.
SUGGESTIONS FOR THE ACCOUNTANT'S OFFICE
As mentioned elsewhere herein the literature on management subjects 
is enormous. On the contrary, literature to guide the CPA, as distin­
guished from anyone else, is relatively meager. T he suggestions set out
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below, some of which may be useful to the CPA now first following his 
interest into the center of the subject as applied to him, were taken from 
the questionnaires referred to earlier, from certain published material, 
and from various informal sources.
I t  is intended now to consider business consultation in its more formal 
aspects, that is, as giving rise to specifically named engagements, and lead­
ing to definite formal results, such as reports and the like. Advice on an 
informal basis is the invariable accompaniment of the CPA’s work, 
whether or not he intends to emphasize consultation as a prom inent 
feature of his practice. This may be the only way in which the m atter can 
be dealt w ith in some very small business situations unable to afford fees. 
A later part of this chapter treats specifically with work of this informal 
character. It is probable that some readers will conclude that at least part 
of their consultation work of an informal nature m ight advantageously, 
from the standpoint of the CPA and of the client, be put on a more 
formal basis. I t is to be noted that this is the way the management con­
sulting firms usually perform.
Financial v. Management Accounting
For the sake of the discussion to follow a distinction is made between 
two terms:
“Financial accounting” has to do with managerial responsibility. It is 
historical in its nature and includes auditing and tax reporting. This is 
the branch of accounting with which the CPA now is identified most 
prominently, and the branch that has been most emphasized in his efforts 
to make himself known to the public. (See references 17 and 18).
“M anagement accounting” has to do with utilizing the accounts today 
to assist in producing a profit tomorrow, and includes tax planning. 
Management accounting grades off imperceptibly into the functions of 
controllership, and these in turn grade off imperceptibly into the m an­
agement function itself. W hen the CPA acts as business advisor he per­
forms most easily in and around the region having its roots in manage­
m ent accounting. T here is some opinion that he need not lim it himself 
to this area. Several accounting firms do not so lim it themselves. O ther 
areas of the management function m ight be suggested to the CPA by the 
terms “engineering,” “selling,” et cetera.
What Does Business Expect of the CPA?
“Beyond the field of examination of financial statements is a field of 
service which m ight be called that of ‘business advisor.’ This field, for the 
business executive, is not adequately filled by the businessman’s lawyer 
or by his banker. It is a field of service which naturally falls to the pro­
fessional public accountant. In this role of business advisor it seems to 
me that the certified public accountant is not meeting the needs or the
C h . 25] T H E  C P A  AS A  B U S IN E S S  C O N S U L T A N T 19
expectations of business executives generally. . . . T he certified public 
accountant, in general, seems to be content to fill the role of auditor and 
to go further but reluctantly. It is my earnest conviction that business 
executives expect him  to be much more than that. T he businessman 
looks, quite naturally, to his certified public accountant for help in a 
variety of business problems, but all too frequently he is disappointed 
and of necessity goes elsewhere for help. I think that the certified public 
accountant has a broad field of potential service which is now largely 
neglected and in which the profession could and should meet the needs 
of its business clients. . . .”19
T here is much evidence that opinions similar to this are more widely 
held than the profession realizes.
Business consultants (industrial engineers, et cetera) first concerned 
themselves only with problems of production. They have gradually 
turned to other problems of management until they now deal with those 
falling in the field of management accounting and other areas that would 
have been more natural for the CPA than for the engineer.
“Too few accountants have considered the field of business manage­
ment as one that would challenge their attention and study. W hether 
you are working as a public accountant or as an accountant for a par­
ticular business organization, the subject of business management should 
concern you. Many accountants have therefore missed a real opportunity 
to be of service to the businesses they serve. Consulting firms have come 
into existence to serve the need in the field of management, and have 
reaped a harvest while the accountants, who should have been interested 
in and engaged with this type of service, were engrossed in adding their 
accounts and serving in a rather limited field.’’20
T he suggestion has been made that in many instances the CPA would 
find from only a limited examination that there is a considerable potential 
demand for management assistance among the clients he is presently 
serving, and, in the geographical area of his practice, among business 
units he is not presently serving.
In deciding how he personally intends to react to the public demand 
for management assistance, the CPA will want to take into account the 
fact that accountants in public practice reach business units that never 
come under the scrutiny of any other; that through his auditing and 
other work he has a ready-made acquaintance with the business un it that 
would be expensive to duplicate in a stranger; that CPAs practice in 
many sections where pure management consultants do not; that only 
the accounting profession (there are some 43,000 holders of CPA cer­
tificates) has so broad a foundation at the present time upon which to 
construct this service for business.
Selecting the Work to be Done
T he following suggestions have been gathered for such assistance as 
they may offer to the certified public accountant who has decided that
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he wants to do business consulting work and has the problem of deciding 
what to undertake:
1. Some firms of management consultants appear to offer their services in con­
nection with practically any of the problems of any business. The more 
usual thing, however, is to restrict the practice to particular functions or 
aspects of business enterprises, or to particular classes of business or industry. 
The CPA in practice anywhere but in a very large industrial center will 
note with interest that the firms conducting the broad type of practice do 
not even have branch offices outside the large industrial centers, which, of 
course, is not to say they perform no engagements elsewhere. It is quite 
likely that the geographical coverage of the present accounting practice of 
most CPAs is not great enough to contemplate anything more than a re­
stricted consulting practice.
2. A selection might first be made among the broad divisions of management in 
which to center the practice. A classification by divisions that may be useful 
for this purpose is:21
a. Administrative management.
b. Building and space management.
c. Factory and production management.
d. Financial management.
e. Office management.
f. Personnel management.
g. Purchasing and warehouse management.
h. Sales management.
i. Records management.
Items a, d, e, and i at once suggest themselves as being most akin to manage­
ment accounting, though features of the others should not be ignored.22,23
3. Keeping prominently in mind the problems peculiar to the clients in hand, 
and to the geographical area of the practice, a list by subdivisions under 
each of the nine divisions above might next be made. The extensive listing 
of management engagements in Appendix A of this chapter may be of some 
assistance in this. This listing should include, generally, the types of prob­
lems that would be presumed to arise most frequently among the clients or 
in the geographical area, whether or not the CPA intends to include such 
problems in his practice. After he has chosen the problems he intends to 
concentrate on he should furnish himself with information on how to get 
the work done by others when he does not intend to undertake it himself. 
The aim here should be to cultivate the habit in the client of coming forward 
with all of his problems with confidence that the CPA either will deal with 
them himself or will make arrangements to have them dealt with by others.
In making the selection of services to be offered by his own office it has 
been suggested that the CPA give particular attention to the customary 
work of a progressive c o n tr o lle r .24, 25 Many business units need assistance 
of this kind but cannot afford to employ a capable controller on a full­
time basis. In any event the CPA probably will want to emphasize the 
subjects in which proficiency is implemented by a knowledge of account­
ing. (For an example of some nonaccounting services in connection with 
an accounting practice see reference 26. This article also lists manage­
ment services of an accounting nature.)
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Library and Planning
As in the other work done by the CPA, consulting work will require 
study, research, planning, and experience. After selection of the subjects 
in which he proposes to offer advice other steps leading to a state of 
readiness to work are:
1. Development of a library section on each subject. Suggestions are contained 
elsewhere herein which may be of assistance in this. Prominent among these 
would be membership in one of the management associations which would 
furnish bibliographical guidance in the selection of library material, and 
would afford the means of keeping such material current.
2. It is suggested that a planning section be devoted to the collection of material 
not suitable for library shelf handling. The CPAs experience with auditing 
will furnish guidance on the form some of this may take. Many points of 
similarity exist between management engagements and auditing engagements, 
among them:
a. Work programs — similar to audit programs. So-called “standard” pro­
grams are used here in the same way that “standard” audit programs are 
used, that is, for such guidance as they may afford in constructing a 
definite program for a particular engagement. As in auditing, these are 
to be used with caution and not blindly.
b. Questionnaires — similar, for instance, to questionnaires used in review­
ing the system of internal control in connection with an audit. These 
questionnaires are used in guiding the performance of the work (as is the 
case with a work program) and in actually carrying out parts of the work, 
as, for example, a questionnaire to determine the duties performed by 
various members of the client’s accounting and clerical staff.
c. Review programs or checklists — for use in reviewing the field work, as 
with audit engagements.
d. Manuals of report form — of the same general character as similar manuals 
for use in writing audit reports.
e. Working papers — forms for the specialized uses of the management en­
gagements to serve the same purposes as audit working papers.
Specialization
Accounting, like engineering for example, is a science which if fol­
lowed successfully in all of its possible ramifications calls for specializa­
tion. T he profession quite generally recognizes the need for specialization 
in some parts of a “financial accounting” practice — advanced tax work 
is typical.
If the accounting firm is to engage in consulting work on an advanced 
scale it seems inevitable that specialization will be a prom inent feature 
of it.27 This specialization would show itself in the study, research, and 
experience of the individuals engaged in the work, whether principals 
or staff, and would be reflected in the organization and adm inistration of 
the firm itself — review procedures for instance. Some of this specializa­
tion may occur as between one firm and another, as is occasionally the 
case in accounting practice n ow, and may be present as between indi­
viduals (either principals or staff) and departm ents w ithin a single firm.
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It is hardly necessary to say that the conscientious CPA will take care 
to inform himself of the degree of skill represented in those best qualified 
in a subject and will perform on that level or not at all. The history of 
consulting work is replete with examples of those who laid claim to skills 
more for the reason that they hoped to be employed in that way than on 
any grounds of competence. The accounting profession itself has seen 
occasional examples of letterhead decoration that seemed more an invita­
tion to employment than a promise of performance.
Further on the point of specialization, it should be emphasized that 
specialization does not inevitably presuppose a large organization. Even 
a sole practitioner, working without staff, can select some features of 
management for specialization and perform creditably in regard to them.
Getting the Work Accepted
Management advice, as the usual (or invariable) thing, is intended to 
be followed by action of some sort. The audit report often is not. When 
the CPA turns to giving business advice he immediately encounters some 
problems of human relations in a setting that may be strange to him. A 
report referred to earlier (pages 19-24 of reference 1) has a dozen sugges­
tions for the consultant and his client:
“1. Definition of the problem; Some cases in which no clear-cut definition of 
the problem was ever reached had seemed at first to involve simple, clear- 
cut assignments. However, as these jobs progressed, they grew in com­
plexity and reached into more and more areas of business. In such cases 
the lack of a preliminary definition of the assignment made both parties 
dissatisfied with the job. Management felt that the consultant should not 
have followed the assignment ‘so far afield’ while the consultant contended 
that he had to follow the problem wherever it led in order to make cogent 
recommendations.
2. Estimate of cost to company and rough timetable of performance; Al­
though such estimates are never better than the consultant making them, 
the field cases indicate that the effort to put a price tag and completion 
dates to a consulting job do much in establishing an honest, co-operative 
relationship between management and the consultant. . .
3. The consultant should know in advance all that management can tell him 
about the problem, including the personalities involved and the organiza­
tion’s structure as it bears on the problem.
4. Several cases were studied in which an otherwise carefully managed con­
sulting assignment had failed because various people in the company would 
not co-operate in the work. There were several reasons for this but a com­
mon one was that the non-co-operators know nothing of the background 
or purpose of the consulting assignment . . . We believe that a means of 
allaying this fear that the consultant is ‘spying on the organization’ is to 
include as many interested executives as possible in the preplanning. . . . 
The consultant should report to and work with a specified individual (or 
group) within management. It is preferable to have him work with a single 
executive unless a group responsibility can be established which will not 
allow ‘buck passing’. . . .
6. In order to keep the cost of the consulting as low as possible and to keep
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the consultant at work on the major aspects of the problem, the company 
should furnish whatever assistance it can on the detail work. In many cases 
the consultant will furnish all the necessary staff. In many situations, how­
ever, it is possible for a company to cut the cost of consulting by making 
assistance available to the consultant from the company staff. . . .
7. The most successful assignments are those in which both parties understand 
two limitations on the consultant’s recommendations:
First, some recommendations must ultimately be compromised in terms 
of the people involved. A competent consultant will recognize this 
and be willing to act accordingly.
Second, very seldom is the consultant’s recommendation THE 
ANSWER. Usually, it is a carefully considered solution but other 
solutions may exist. . . .
8. In order to be effective the recommendations of the consultant must become 
a part of the company’s operations. This entails:
(1) . the existence of a trained staff, if such is necessary.
(2) . acceptance by the organization of the consultant’s recommendations. . . .
9. We are convinced from our observations that the attitude with which man­
agement undertakes a consulting assignment has much to do with the suc­
cess or failure of the job. It is evident from the research that the attitude 
which the consultant adopts toward the client is also crucial in the contact; 
however, this latter condition is the responsibility of the consultant and 
therefore is not considered here. . . .
10. Our field cases indicate that it is a very unwise expenditure of company 
funds to employ a consultant without the realization that such a contact 
will demand much executive time and without the willingness to commit 
that time to solving the problem wi th the consultant. . . .
11. Management must understand that a certain amount of time is required 
between the assignment of the problem and the fruition of results. Manage­
ment must be willing and able to stand this time lapse. . . .
12. Management must be willing and able to create an atmosphere of co­
operation. In several cases observed, management constantly challenged 
the consultant’s facts and conclusions during the work. In one case man­
agement made an issue of the consultant’s every request for data. These 
were not successful experiences and should have been terminated as soon as 
either the consultant or management realized that the co-operative atmos­
phere that is essential for success was not present.”
Though CPAs usually give their advice orally, less frequently in letters, 
and still less often in reports, they believe quite uniformly that the 
manner of transmission has a decided influence on the fee that may be 
successfully charged for the work (based on responses to questionnaires). 
If acceptance of the accountant’s bill implies acceptance of his work 
several suggestions that have been advanced should have a place here:
1. A good share of the CPA’s advice is given away because he furnishes it 
informally.
2. To turn the situation into one permitting a letter or report, the accountant 
should not respond to questions with immediate answers but instead take 
the problem for “research” or for “thinking out” or for “conference” within 
the firm.
3. Letters or reports should be written in confirmation of advice given orally.
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b.
d.
4. It is dangerous to give oral advice because then there is no record on these 
points;
What were the facts serving as basis for the opinion?
Who was responsible for their completeness and correctness?
What advice was actually given (as contrasted with someone’s mistaken 
understanding of it at the time or faulty recollection of it later)?
There is no checklist of actions to be taken by the client (when that is 
indicated).
e. There is no reference to the authority upon which the advice is based.
5. Though CPAs usually deal with a whole problem rather than contributing 
a share to a group solution (based on questionnaire responses) the latter is 
often a good practice from the standpoint of the client and the CPA. Where 
such work is done it is sometimes a question how to define the separate 
responsibility or to outline the contribution of the CPA to the solution. 
A letter in “confirmation” of views expressed at a conference, reciting facts, 
recommendations, et cetera, often suits this purpose.
6. No matter how much effort and planning are directed toward classification of 
the CPAs consulting engagements he will still give useful advice of a kind 
that cannot be classified. This is because he also is employed in capacities 
other than advisor. When these occasions arise, he should try to shape them 
so as to permit a report or at least a letter.
INFORMAL CONSULTING WORK
Formal v. Informal
This chapter to the present point has been concerned mainly with 
consulting services which, for want of a better term, have been called 
“formal.” T he aim has been to describe the way the management firms, 
and the accounting firms which emphasize this work, go about it. The 
remainder of the chapter is devoted to a phase of consulting work that 
may be more familiar to many CPAs and which, again for lack of a 
better word, is here called “inform al.”
In the formal approach, though “general business surveys” and “m an­
agement audits” are a feature of the work, a large part of it is aimed at 
narrower problems that have been isolated for solution. (See Appendix 
A). Reference has been made to the need for specialization.
T here is a problem for the CPA in the area of specialization that has 
no ready answer. This has to do with the size of the client and his ability 
to bear fees. Small business units cannot have the best of everything for 
the very simple reason that they cannot afford it. They cannot afford the 
best locations, the best media in their advertising programs, the best 
equipment, the best staff personnel in every departm ent, or numerous 
other things. Equally as true, they cannot afford the best in business 
advice on every problem that comes up. T he insurance departm ent of a 
good management consulting firm, for instance, could suggest exactly the 
kind and am ount of every sort of coverage ideally suited for every risk 
of the business. Such a study and report, however, are beyond the finan­
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cial reach of the small business un it and it may resort, instead, to referring 
its insurance business to the best informed local agent that it can select.
T he CPA encounters constantly situations in which he knows he is not 
informed on the latest and best methods, knows that the small business 
un it cannot afford to employ anyone who is, and is equally certain that he 
knows more about it than anyone on the staff of the client. Is he to refuse 
to give his client the benefit of what he does know simply because his 
knowledge is not all-inclusive? This is a difficult problem to solve. 
Some opinion is to the effect that after the CPA has enlarged his own 
inform ation as much as practicable in the circumstances, has satisfied 
himself thoroughly that the client cannot afford the ideal solution, and 
has hedged his recommendations with proper qualifications, he should go 
ahead and do the best he can. Others believe that such a philosophy 
furnishes too convenient a refuge for the individual of small qualifications 
who wants to undertake everything that comes along.
But, still on the subject of specialization, a balance should be struck 
that is practical under all of the circumstances. Not every field of knowl­
edge has been advanced to such an extent that only a person with talents 
approaching genius and with limitless time should hope to perform ade­
quately. Certainly the field of knowledge is well developed in many 
departments. But it is still the case that “scientific management’’ is not a 
science, it is largely a m atter of skill. It is also true that some of the 
methods having wide acceptance are too deeply colored with the engineer­
ing approach (due to some default on the part of accountants as has been 
noted) when the accounting approach might well have been better. 
Accountants, in their turn, should guard against overemphasis of the 
accounting approach in problems better solved with engineering or other 
techniques.28 Sample inspection at various points on the production line 
may be a much better way of reducing spoilage than the most elaborate 
accounting determ ination of the cost after it has occurred. But a knowl­
edge of accounting and taxation when coupled with a knowledge of 
management methods and management problems will often enable the 
accountant to perform when a background in engineering would be less 
adequate. These situations are frequently found in the area sometimes 
called “general management.” In  an impressive fraction of the total of 
such problems the solution must be produced by a single m ind that is 
able to balance considerations of business with intricate considerations 
of taxation.
Supported by these facts, CPAs have performed in the past, as they 
certainly will in the future, a m ultitude of advisory services for their 
clients on a more or less informal basis. T he work is often bu t an incident 
of other work for the client, is marked frequently by oral or other infor­
mal reporting, and may not be characterized by the detailed specializa­
tion, for example, of an exercise in time-and-motion study. T he CPA 
always brings to such work, however, his specialization in accounting and
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taxation, as well as a considerable experience in business and business 
methods. W hen the work is chosen properly in the light of the client’s 
circumstances and the accountant’s abilities it is the “best” for that time 
and place, and its value to the client served suffers none whatever in 
comparison with the more specialized or “formal” engagements per­
formed for other business units under other conditions of time and cir­
cumstance. T he CPA need not apologize for these engagements.
T he balance of this chapter deals with some of the features of this 
informal work. Many readers may feel that in attem pting the separate 
treatm ent of the “inform al” the writer presents a distinction without a 
difference and this, admittedly, has considerable validity.
The Accountant's General Business Information
Every CPA should aim at a considerable acquaintance with the general 
problems of business. This is apparently a piece of equipm ent that the 
public expects of the CPA just as it expects certain things of a general 
practitioner of medicine. Accepted as basic equipm ent of every CPA are 
accounting principles, accounting procedures and methods (general), 
auditing, and an acquaintance with various kinds of taxes, notably taxes 
on income. Also included in a general acquaintance with business that 
is expected of any CPA would be a knowledge of financing m e t h o d s , 29 at 
least as practiced in his neighborhood, a knowledge of the more prom­
inent industries of his area in some of their technical aspects, an acquain­
tance with specialists who may be called on in connection with any of 
the problems that may arise in his clients’ businesses, a continuing interest 
in the course of the economic cycle in general and his clients’ industries 
in particular (as well as these things can be known), and other things of a 
kind having general and frequent application. Such a general knowledge 
of business would not furnish an ability to undertake a solution of the 
more specialized business problems but will contribute much to many 
solutions when coupled with the other technical equipm ent of the CPA.
A large part of the literature of management presupposes a manufac­
turing operation. This is natural when management consulting began 
with engineers and with production and emphasized this subject for many 
years. A heavy share of the work done by the CPA, at least in some parts 
of the country, is for nonm anufacturing operations. T he functions of 
business are these:30
1. Processes that provide raw materials.
2. Processes by which they are manufactured.
3. Distributive processes.
4. The furnishing of services in the economy — domestic, financial, professional, 
mechanical, public (transportation, communication, heat, light, power), and 
governmental services.
T he management problems of many of these take p atterns peculiar to 
themselves. T he literature of management is sometimes skimpy or non­
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existent. T he CPA with seasoned business judgm ent and ingenuity often 
can do outstanding work here.
Auditing Procedures and Advice
T he questionnaire replies referred to earlier indicate that many ac­
countants do not initiate any accounting procedures on behalf of the 
client aimed at putting them in a position to give advice, nor do they 
follow any auditing procedures having the same objective. T hough this 
may sometimes be the practice, CPAs who wish to enlarge the consulting 
work they do for their clients may find here a ready method. In the 
smaller situations this may be the only kind of survey the business can 
afford.31
T he suggestion has been made that substantially all of the work done 
by the CPA should have as one of its main purposes advice to the client. 
A considerable stock of business judgment can be developed if the auditor 
always intends to answer to his own satisfaction before the work is fin­
ished, “Why does this business make money?” (or why doesn’t it), and 
“Should it make more?”
It is of relatively greater importance that the CPA carry his curiosity 
into his audit of the business units which are so small that they cannot be 
expected to utilize consulting services on a completely formal basis. These 
units, in fact, compose the large percentage of clients to whom the CPA 
will give advice. T he larger units have staffs of their own that cus­
tomarily carries this responsibility. (The CPA should not, however, 
assume that the large units are beyond his reach. They, too, consult 
their accountants).
T he first thing to be noticed in many smaller businesses is that the ac­
counting does not often follow the functions of the business. It is not 
possible from the accounts to determine what produces good results or 
bad. Commonly, a system that would throw light on this is no more 
complicated or expensive than the one in use.
W ith such a system in use the CPA, whether he audits the accounts or 
not, can w ithout much trouble keep an alert eye on the general course of 
affairs. In  most small businesses a few posts can be selected which repre­
sent the main supports of the profit, and which in turn are susceptible of 
some management control. A familiar example can be taken from the 
CPA’s own office. T he costs of conducting an accounting practice are 
relatively fixed, at least from m onth to month. W ith office space rented, 
equipm ent owned, staff and other assistants employed, the element of the 
operation that must be managed to produce a profit is the utilization of 
this organization so that its effort is directed hour by hour to the earning 
of fees at an adequate rate. Of course, if this cannot be brought off, the 
costs eventually must be reduced. This, however, is not so much the m an­
agement of a business as the liquidation of one.
T o return to the main point, in the audit of a public accountant’s
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office the CPA interested in the business aspects of the situation would 
spend some time in learning just how the office was organized to m ain­
tain tight control over chargeable time and the rates being received for it. 
An audit leading to an opinion can be made w ithout doing this. An 
audit leading to advice cannot.
A Business-Survey Approach to Auditing *
It is possible to approach the m atter of giving advice to clients through 
the regular audit. T he suggestion has been made that a brief survey of 
the client’s business be carried out before beginning the usual audit en­
gagement — a survey from the viewpoints of the business manager, the 
economist, and the engineer. Such a survey enables the accountant to 
determine more intelligently the points to be emphasized in his audit 
examination and puts him  in a position to be of greater assistance in the 
m atter of offering advice. T he first of such surveys may be made in rela­
tion to the business as a whole. In examinations of ensuing years a more 
detailed review can be made of some departm ent or activity of the busi­
ness. A survey m ight include:
1. “Financial and operating trends:
a. . . . comparative . . . balance sheets, earnings statements and statements 
of application of funds, all for a period of years . . .” 32 (Comparison of 
the current year with only one other often fails to reveal trends that 
would appear from study of a longer period. It is becoming common 
practice for even the published statements of corporations to present 
summary data for periods of five to ten years.)
b. Comparison with available data of competitors ‘. . . gross profits ratios, 
ratios of expenses to sales or revenue, working capital ratios, receivable 
and inventory turnovers, etc. . . .’ 32
c. In the case of the client, . . trends of sales or revenues, costs and ex­
penses, operating results by departments, etc. . ."32  
2. Organization:
Review of the client’s organization chart or compilation of one. (“Much of 
the weakness of business units, particularly the smaller ones, is traceable 
directly to the form of the operating organization. Though the personnel 
of management may be limited in numbers, each of the functions of man­
agement should have proper attention even if on the organization chart this 
may represent only allotment of part of the time of one person. The little 
business, for example, is as much in need of a planning section as is the big 
one.)’’ 33
3. History of the enterprise:
“When was the business founded? What was the financial history of its 
predecessors? Was it initially financed by public or private funds? . . . What 
important changes have occurred in the capital structure since its inception? 
. . . Has the fundamental nature of the business ever changed? . . . Has the 
company’s competitive standing risen since its inception? What proportion
* Much of this section on Business-Survey Approach to Auditing and subdivision 
headings for the proposed survey have been taken from an article by the same name by 
Glen E. Martin which appeared in T h e  Illinois Certified Public Accountant,  December 
1951. See reference 32.
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of the total market in its line of products has the company obtained . . . 
(historically)? . . . Have mergers occurred? What is the history of . . . its 
fixed assets? . . . What changes in stock control have occurred? . . . What is 
the history of the company’s banking connections? . . . Has the company 
ever defaulted on its . . . debt? Has it ever had any significant litigation? 
. . . What changes in managerial personnel . . . since inception? . . . Has the 
company ever . . . radically revised its corporate operations or methods?” 34,35
4. “Manufacturing operations;
. . . Locations and size of plants; sources of principal items of raw material; 
methods of transporting raw materials to plants; sources of labor supply, 
methods of compensation, labor relations, et cetera; methods of controlling 
production and inventories. Policies with respect to research.” 32
5. “Distribution:
. . . Methods of distribution, that is, through wholesalers, retailers, et cetera; 
territories covered and methods of transporting products; policies with re­
spect to compensation to salesmen; problems of seasonable demand; pricing 
policies; promotion and advertising policies; credit and collection policies; 
problems . . . with respect to servicing product.”
6. “Financial policies:
. . . Maintenance of working capital; short term borrowing to meet seasonal 
demands; long-term debt and plans for repayment or refunding; policies 
with respect to financing suppliers or customers.” 32
T he m aterial chosen for inclusion here is intended to be only suggestive. 
A more elaborate guide may readily be constructed from, among other 
places, the sources referred to in the notes.
Controllership
Reference has been made previously to the fact that management 
accounting is related to controllership, and that controllership grades 
imperceptibly into management; that the CPA in consulting work will 
perform most easily in the subjects in which proficiency is implemented 
by a knowledge of accounting.
Controllership, itself, has many definitions. In  one company the title 
denotes little more than a clerk. In  other more enlightened situations, 
with adequate personnel, the controller is a recognized part of the top 
management echelon. T he following reference to the controller’s work 
is representative of current thinking:
“We can define controllership as the coordinating function in a business, 
working in a detached and unbiased way, and charged with the responsibility 
of planning for profits and providing suitable profit control machinery. It 
is the investigative, analytical, suggestive and advisory function, studying the 
business at all points all the time, and formulating what the proposed prac­
tice should be with reference to sales and production control as well as 
financial control, which, when accepted or modified by the executive man­
agement, becomes the approved practice for use by the performance or 
‘line’ function.”36
This concept of the controller contemplates an individual of such tech­
nical skills and personal qualifications that he must always be difficult to
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find and correspondingly expensive. It is small wonder that such a 
person in a small business un it is virtually unknown, or that in larger 
ones he is not seen as frequently as migh t be.
An interesting commentary on how the work of the controller is related 
to, and readily changes to, management at the topmost level would be a 
list of controllers and other chief accounting officers who in recent years 
have been elevated to the presidencies of their companies. T he account­
ant in public practice who wishes to advise management will often find 
that enlargement of his knowledge of the methods of controllership, and 
adaptation of these to the circumstances of his own practice, is a logical 
first step.
For other comment on the controllership function see J. Hugh Jack- 
son’s work on “T he Comptroller: His Functions and Organization”37 
and the book by J. Brooks Heckert and James D. Willson on “Control­
lership.” 38
A Word of Explanation
This chapter (and, in fact, this entire work) is written with the special 
problems of the small and moderate-size accounting firms first in mind. 
In  so doing regard has been had to the fact that the smaller business units 
are most often served by the smaller accounting firms, that the problems 
of some of these may frequently be solved by resort to devices that are 
something short of the outer fringes of the most advanced knowledge.
M ention, now, of the smaller business as the first concern of this chapter 
is not to apologize. T he CPA acknowledges with pride his interest in the 
affairs of these smaller business enterprises. T o  the extent that he is able 
to serve them wisely, to that degree will he have contributed to the 
economic health of his times and to the personal rights that find there 
the only climate in which they can live.
T he writer cannot leave his subject, however, w ithout making it plain 
that the CPA performs also, and with propriety, in the largest affairs and 
in the most difficult situations. Though the smaller accounting firm’s 
first concern may be with smaller business, this should be undertaken 
with full appreciation of the reach of accounting as a science. It is 
through this discipline that many of the most vital of present-day con­
cepts find their only understanding, their only expression, and their only 
measurement. T here is no body of knowledge that taken alone leads in ­
evitably to the management of large affairs. It cannot rightfully be said 
of any that it leads further in this direction than does accounting. T he 
skillful and ambitious accountant will follow his science wherever it 
logically leads him  with full confidence that he has a rightful claim to 
acceptance in the highest places.
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A p p en d ix  A
DESCRIPTIONS OF CONSULTING SERVICES
T itles which have been used to describe consulting services include the 
following;
Organization surveys 
Management control reports 
Economic analyses 
General business surveys 
Plant location and layout 
Material handling 
Methods engineering 
Foreman training 
Market surveys 
Market expansion program 
New product research 
Budgeting 
Cost control 
Tax surveys 
Employee incentives 
Job classification 
Labor relations 
Standard office procedures 
Development of over all company 
objectives and policies 
Management controls 
Executive development programs 
Operating and financial analysis 
Planning of financial structure and 
policies
Location, appraisal and negotiation 
for the purchase or sale of busi­
nesses
Public relations surveys 
Sales forecasting
Sales office operations 
Time study and manufacturing 
standards
Equipment selection and tooling 
programs
Reporting systems for management 
control
Budgetary control
Cost control methods
Credit and collection practices
Office systems
Job simplification
Business machine applications
Contractual relations
New venture surveys 
Record analysis and retention 
Elimination of overlapping and du­
plication
Profit sharing and retirement plans
Utilization of office equipment
Pension programs
Tax consultation
Aptitude testing
Wage and salary administration
Financing — SEC registrations
Operating reports
Stock records and reports
Employment procedures 
Preparation of flow charts
Over-all business studies to report on 
company condition and prospects 
Advertising, penetration, and effec­
tiveness
Power and fuel analysis 
Price stabilization 
Overhead studies 
Note and bond agreements 
Form of business organization 
Expert witness
Internal auditing procedures 
Organization charts 
Executive control procedures 
Executive compensation 
Manualization of executive functions 
Production planning 
Quality control 
Waste elimination incentives 
Inventory planning and control 
Sales training and planning 
Pricing policies 
Salesmen’s compensation 
Constructive accounting 
Appraisals
Cost reduction program 
Employee training program
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Merit rating
Office layout and equipm ent 
Clerical routines
Management audits 
Executive personnel inventories 
Procurement of executive personnel 
Expense reduction programs 
Developm ent of corporate financing 
programs
Special studies and negotiations re­
lating to mergers or consolidations
Professional directorships 
Establishing sales territories and 
branch locations 
Capacity studies 
Automotive fleet surveys
Finance and accounting organization 
studies
Accounting methods and procedures
Cost accounting systems 
Machine accounting installations 
Office management 
Office layout
Analysis of office work load 
Acquisition of subsidiaries 
Valuation, depreciation and apprai­
sal studies
Design and control of office forms 
Distribution of responsibilities 
Control reporting systems
Safety and health programs
Arbitration
Purchasing
Traffic
Labor contracts 
Cost estimates 
System of current audit 
Storehouse operation 
Co-ordinating and controlling work 
flow
T im e and motion study training 
Actual management of plants for 
stated periods at predetermined  
production costs
W arehousing and shipping 
Profit — volume relationship and 
pricing
Product performance 
Federal and state regulation 
Partnership changes 
Patent and license agreements 
Insurance coverage 
Negotiation, renegotiation, termina­
tion of defense contracts
T h e  lis t m ig h t be ex ten d ed  m ateria lly  w ith  increasing  risk o f rep ea tin g  
classifications d ifferen tly  w ord ed  b u t w ith  the sam e in te n d ed  m ean ings. 
D escrip tion s o f  services to gov ern m en ta l u n its  are n o t in c lu d ed .
2
General Index
(B o ld face n u m bers in d ica te  ch apters, bo ld face le t­
ters appen d ixes, a n d  ligh tface n um bers pages.)
Absences of Staff, 9B:15 
“Account Keeping” (Pacioli), 1:2 
Accountancy Services (See also “Con­
sulting Services”) 
accounting, lA:4-5 
auditing, 1A: 2-4 
classification of, 1:20; 1A:1-6  
miscellaneous, 1A:6 
special, 1A:6 
tax, 1A:6
Accountants (See “Accounting Profes­
sion,” “Junior Accountants,” 
“Personnel, Staff,” and “Sen­
ior Accountants”) 
“Accountants’ Fees and Profits”
(Sproull), 2:21, 22, 23, 24; 12:5, 16, 
20-21
Accountants’ Liability (See “Account­
ants’ Responsibility and Lia­
bility”)
Accountants’ Liability Insurance (See 
“Insurance”)
Accountant’s Report (See “Report 
Writing” and “Reports”) 
Accountants’ Responsibility and Lia­
bility
basic considerations, 6:1-5
accountability for opinion, 6:4 
degree of skill, 6:1-2 
evolution of new profession, 
6:3-4
nature of services, 6:4 
negligence, 6:2-3 
third parties’ reliance on 
opinions, 6:5
disciplinary proceedings, 6:43-44 
AIA Rule of professional 
conduct (No. 5), 6:43-44 
general discussion, 6:43-44
Securities and Exchange Com­
mission, 6:43
independent auditor’s responsibili­
ties, 5:20-24
Accountants’ Responsibility (cont.): 
liability to clients, 6:5-23
breach of warranty in report, 
6:18-20
contractual basis of, 6:5-23 
effect of contributory negli­
gence, 6:15-17, 18-19, 22 
fraud in report of material 
facts, 6:18-21, 22 
in England by law and con­
tract, 6:11-12 
legal decisions on, 6:5-23 
limited by contract terms, 
6:5-11
measure of damages, 6:15-17 
negligence in audit, 6:18-20, 
22
on undiscovered defalcations, 
6:8-23
professional standards as 
criteria, 6:7-11
restrictions of surety company 
claims under AIA agree­
ment, 6:22-23
suits under surety company 
bonds, 6:21-23 
when audit scope limited,
6:11, 17
liability to third parties—at com­
mon law, 6:23-38 
absence of contractual tie, 
6:24
fraud as ground, 6:24-38 
general summary, 6:36-38 
inferring fraud from negli­
gence, 6:26, 37
negligence as ground, 6:24-27, 
36-38
liability to third parties—by 
statute, 6:38-43 
Federal Securities Acts’ reme­
dies adopted by Florida, 
6:43
for fraud, 6:38-43 
for negligence, 6:38-43
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Accountants’ Responsibility (cont.): 
liability to third parties (cont.): 
limitation of damages, 6:39 
Securities Act of 1933 (Fed­
eral), 6:38-41
Securities and Exchange Com­
mission, 6:38-43 
Securities Exchange Act of 
1934 (Federal), 6:38, 
41-43
state “blue sky” laws, 6:43 
privileged communications, 
6:50-57
only statutory (as to account­
ants), 6:51-52
states granting (as to account­
ants), 6:53-54
when Federal or State law 
controls, 6:54-55 
when privilege may lapse, 
6:55-56
who asserts right, 6:56-57 
working papers, 6:44-50
accountant cannot convey by 
will, 6:47-48
disclosure of contents, 6:48-50 
limitations on confidential 
nature, 6:56
not privileged communica­
tions, 6:48-51 
ownership, 6:45-50 
restrictions on accountant’s 
ownership, 6:47-50 
statutes on ownership of, 6:45 
use as evidence, 6:44-45 
use to refresh recollection, 
6:45
“Accounting Concepts and Standards 
Underlying Corporate Finan­
cial Statements” (AAA), 17: 
31, 32; 17B:l-24; 18:18, 27
Accounting Department Personnel, 
22:31-33
“Accounting Evolution to 1900” (Little­
ton), 1:2
Accounting Practice (See also “Partner­
ship Agreements”) 
engaging in other occupations, 
2:14-16
observing AIA rules of pro­
fessional conduct, 2:15 
per diem accounting work, 2:15 
public relations, 2:12-14 
purchase or sale of
appraisal of value, 2:18-25 
for obtaining neucleus of 
clients, 2:18-25 
income tax problems, 2:25; 
3:4-6
purchase held ethical, 5:7
Accounting Practice (cont.): 
purchase or sale of (cont.):
transfer of working papers, 
2:20
valued as per cent of income, 
2:23, 24
starting a practice, 2:2-16
announcements, 2:11-12 
appraising a community, 
2 : 6-8
associates or partners, 2:8-10 
desire to serve, 2:2-3 
education necessary, 2:3 
financial requirements, 2:4-6 
obtaining office space, 2:10-11 
previous experience, 2:3-4 
time of year, 2:8
Accounting Principles (See also Topi­
cil Index starting on page 
107, Appendix A, Chapter 17) 
applicable to financial statements, 
Supp: 104-5, 129 
application of, 17:24, 33-42
causes of violation of gen­
erally accepted princi­
ples, 17:34-35 
consistency, 17:24 
disclosure of post-balance- 
sheet events, 17:40-42 
disclosures, 17:36-42 
exceptions taken, 17:35-36 
independent auditor’s respon­
sibility, 17:33-34 
to financial statements, 13:23- 
24; 13A:28
areas of current controversy, 17: 
27-31
depreciation on cost, 17:28 
development costs, 17:30 
fixed factory overhead, 17:28- 
29
inventory valuation, 17:29-30 
offsetting, 17:30-31 
as to unqualified reports, 13:22-24 
basic assumptions and principles, 
17:12-33
codification, 17:31-32 
common assumptions, 17:12-14 
conflict of authority and usage, 
17:26-27
controversies over assumptions, 
17:14-17
criteria and categories of, 17:22-24 
determining generally accepted 
principles, 17:18-21 
materiality and significance of 
items, 17:24-25
modification for specific businesses, 
17:21-22
need and evolution of, 17:1-12
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Accounting Principles (cont.):
need and evolution of (cont.): 
major needs, 17:5-7 
post-depression evolution, 
17;9-12
pre-depression evolution, 17: 
7-9
reasons for change, 17:5 
relation to corporate system, 
17:3-4
“sound” and “generally ac­
cepted” compared, 17:2-3 
their nature stated, 17:1-3 
uniformity, 17:4 
terminology, 17:32-33 
underlying corporate financial 
statements, 17B:1-24 
assets, 17:23; 17B:2-3 
assets, current, 17B:20-21 
disclosures, 17:36-42; 17B:6-8 
income, 17:22-23; 17B:3-5 
income, taxable, 17B:21-24 
liabilities, 17:23; 17B:5-6 
liabilities, current, 17B:20-21 
presentation, 17B:6-8 
price level changes, 17B:13-20 
reserves and retained income, 
17B:8-12
stockholders’ interest, 17:23; 
17B:6
“Accounting Problems Arising from 
Devaluation of Foreign Cur­
rencies” (AIA), Supp: 165 
Accounting Profession
American Association of Public 
Accountants, 1:3 
chart of growth, 1900-1960, 1:5 
future of, 1:1, 15 
Handbook, CPA, 1:16-21
accounting services classified, 
1:20; A:l-6
general content, 1:19-20 
limitations and uses, 1:18-20 
purposes and objective, 1:16- 
18
history of, 1:1
influences for growth, 1:6-8
demands on accounting, 1:7 
professional contributions, 1:8 
membership chart, AIA, 1900- 
1960, 1:6 
1900 to date, 1:3
number of CPAs, 1900-1950, 1:3 
Pacioli, Lucca da Borgo, 1:2 
past of, 1:1
philosophy, need for a, 1:10 
prior to 1900, 1:2 
public accounting 
defined, 1:9
public impressions of, 1:9
Accounting Profession (cont.):
real objective of accounting, 1:11 
responsibilities and obligations, 
l : 11-14
ethical obligations, 1:12-13 
legal obligations, 1:13 
professional responsibilities, 
1: 11-12
social responsibilities, 1:13-14 
significance of growth, 1:4 
Accounting Research Bulletins (AIA) 
(See also Topical Index start­
ing on page 107, Appendix A, 
Chapter 17)
No 1, 1:13: 18:12, 17, 26
No. 2, 18 20
No. 5, 18:18
No. 6, 18:4, 8
No. 7, 1-9: 18:6
No. 8, 18:23, 29
No. 9, 18:7
No. 14, 18:21
No. 23, 18:19
No. 24, 18:19. 20; Supp: 157 
No. 27, 18:18
No. 28, 18:9, 24: Supp: 160 
No. 29, 18:14; 23:2; Supp: 151,
153
No. 30, 17B:21; 18:14, 15; Supp: 
157
No. 32, 18:28; Supp: 162 
No. 33, 18:17; Supp: 157 
No. 34, 18:13, 17, 21; Supp: 160 
No. 38, 17:30; 18:9 
No. 39, 18:25; Supp: 162 
No. 41, 18:28 
No. 42, 18:18, 19 
“Accounting Review,” 4:18 
Accounting Series Releases
(See “Securities and Exchange 
Commission”)
Accounting Services (See “Accountancy 
Services”)
Accounting Systems (See also “Cost Ac­
counting” and “Specific Busi­
nesses”)
accounting department personnel, 
22:31-33 
basic data, 22:3
books, records and forms, 22:19-24 
classification of accounts, 22:16-19 
classifications of accounting 
records, 22:20
commercially prepared forms, etc., 
22:26-30
designing forms, 22:22-24 
determining problems and control, 
22:11- 14
determining reports needed, 
22:14-15
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Accounting Systems (cont.): 
follow-up after installation, 
22:34-35
forms and their flow, 22:21-22 
function of accounts, 22:16 
improvement and maintenance, 
22:35-38
industry practices or requirements, 
22:19
installation, survey and report, 
23A:1-6
manuals, 22:29-30 
mechanical aids, 22:24-26 
minimizing interruptions to busi­
ness, 22:33-34 
need for, 22:1-3
need for written agreement, 22:5-6 
new systems installation,
22:15-31, 31-38
non-cooperation, causes of, 22:32 
obtaining co-operation, 22:32-33 
origin of accounting entries, 22:20 
original transactions, 22:20-21 
planning an installation, 22:7-15; 
22A.-1-10
preliminary survey, 22:7-11; 
22A:1-10
problems and controls, 22:11-14 
public accountant’s role, 22:2-6 
reports needed, 22:14-15 
small business control methods, 
22:13
special client relations, 22:4-6 
standard forms, 22:27-29 
standard systems, 22:27-29 
transactions usually not entered, 
22:20
working papers, preliminary sur­
vey, 22:10
“Accounting Trends and Techniques” 
(AiA), 17:19; 18:3, 4, 10, 12- 
30; 19:3, 21, 22-23
Accounts
classification, 22:16-19 
function of, 22:16 
Accounts Payable, 18:20-21; 18A:4; 
19D:17
Accounts Receivable, 16D:7; 18:13;
18A:2; 19D:11-12; Supp: 36, 
37
Adding Machines, 7:17 
Advancement (See “Staff Compensa­
tion”)
Advertising Agencies, 20:2-4 
Advisory Services (See “Consulting 
Services”)
Agriculture, 20:25-26 
“Amendment to Extensions of Audit­
ing Procedure” (AIA), 13:17
American Accounting Association, 4:9- 
11; 17:9, 10, 11, 12, 15, 20,
27, 31, 32
“Accounting Review,” 4:18 
other publications, 4:18 
principles underlying corporate fi­
nancial statements, 17B: 
1-24
American Association of Public Account­
ants, 1:3; 4:1, 2
American Association of University In­
structors in Accounting, 4:9 
American Bar Association 
canons, 12:21
American Institute of Accountants
discipline, by-laws concerning, 5B:
1-3
history, 4:1-3
“Journal of Accountancy,” 4:15 
membership chart, 1900-1960, 1:6 
objectives and activities, 4:2-7 
other publications, 4:15-17 
professional conduct, rules of, 5:5- 
26; 5B:3-5
confidence of client, 5:4 
confidence of third parties, 5:4 
professional attitude, 5:3 
professional conduct, rules of (in 
full), 5B:3-5
Public Relations Department, 2:14 
testing program (orientation and 
achievement), 9:11-12 
American Management Association, 
25:11-12
American Society of CPAs, 4:2 
Amortization Under Certificates of 
Necessity, 18:18-19
Announcements (See also “Professional 
Ethics”)
formation of partnership, 2:12 
opening of office, 2:11-12 
Annual Outing, 9B:13 
Application Forms and Procedures (See 
“Personnel, Staff”)
“Appraising a Management” (AIM), 
25:29
Assets
balance sheet presentation, 18:10- 
12, 15, 19-20; 18A:l-2; 
19D:10, 15
current, 18:10-12; 18A:1-2; 19D:10 
fixed, 18:16-17; 18A:3; 19D:15 
intangible, 18:19-20; 18A:3; 
19D:16
life insurance cash value, 18:15 
statement presentation, 19A:7-8 
Associates
advantages of having, 2:8-10 
distinguished from partners, 2: 
8-10
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Association of Consulting Management 
Engineers, 25:9-10
Associations (See “Professional Organ­
izations”)
Attending Society meetings, 9B:10
Audit Procedures (See also “Profes­
sional Standards,” “Review of 
Work” and “Supervision of 
Field Work”) 
checklists, 14:3; 14A:1-32 
completing an engagement, Supp: 
101-2, 106-8
conduct of audit, Supp: 93-100 
confirmations, 19D:40-41; Supp: 
34-38, 149-51
accounts receivable circulariza­
tion, Supp: 35-36 
checking, Supp: 37-38 
control, 19D:40-41; Supp: 34- 
38, 149-51
forms for accounts receivable, 
Supp: 36, 37
types for accounts receivable, 
Supp: 36, 37
control in audit conduct, 14:27-30; 
Supp:93-100
assignment of subordinates, 
Supp:93-94
checking and reviewing, Supp: 
94-95
development of special prob­
lems, 14:30
meeting special problems, 
14:30
supervision of subordinates, 
14:28-29
time records and reports, 
14:27-28
trial balance survey, Supp: 94 
details done by in-charge seniors, 
Supp: 95-96 
extensions, 13B:16-23 
general guide, 14B: 1-39 
insurance coverage, 19D:41 
interim work, 14:23-25 
inventories 13B:17-19 
inventories (case studies), 
13B:24-30
junior accountants, duties of, 
Supp: 11-51
methods of applying, Supp: 142-43 
monthly audits, 14:25-27 
on discovery of fraud, Supp: 96-98 
physical examination and count, 
Supp: 26-33
cash counts, Supp: 28-30 
examination of securities, 
Supp: 30
inventories, Supp: 30-33
Audit Procedures (cont.):
physical examination and 
count (cont.):
requirements of physical ex­
amination, Supp: 26-28 
planning audits, 14:1-23; Supp:
83-92
advance planning and prepa­
ration, 14:9-10; Supp: 83 
assistance from client, 14:21- 
23
audit programs, 14:2-6; 14B:
1-39; Supp: 87-92 
checklists, 14:3-4; 14A:1-32 
departmentalization, 14:9 
general guide, 14B:1-39 
internal control survey, 14:
11-13; Supp: 84-87 
inventories, 14:13-16 
manuals, 14:7
monthly audits affecting year- 
end procedures, 14:27 
personnel specialization, 
14:8-9
receivables, 14:16-21 
time estimates, 14:7-8 
procedures often employed, Supp: 
143-65
accounts receivable, Supp: 
147-51
appropriations of returned in­
come, Supp: 160 
capital stock, Supp: 161-62 
cash. Supp: 144-46 
consolidated statements,
Supp: 163-65
deferred charges, Supp: 157 
estimated future liabilities, 
Supp: 160
income and expense accounts, 
Supp: 162-63
intangible assets, Supp: 157 
inventory, Supp: 151-54 
investments, Supp: 154-55 
liabilities, Supp: 158-60 
notes receivable, Supp: 146-47 
other assets, Supp: 158 
other capital items, Supp: 162 
prepaid expenses, Supp: 157 
property, Supp: 156-57 
receivables, 13B: 19-23 
receivables (case studies),
13B:30-31
retracing bookkeeping procedures, 
Supp: 18-26
bank confirmation, Supp: 22 
bank reconciliations, Supp: 
20-21
“cut-off” bank statement,
Supp: 21-22
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Audit Procedures (cont.):  
retracing Bookkeeping
procedures (cont.): 
reconciling cash per bank and 
per books, Supp: 22,
24-26
review of client’s reconcilia­
tions, Supp: 22 
review of trial balances, Supp: 
19-20
tracing postings, S u p p :18-19 
scanning, Supp: 38-39 
special applications, Supp: 40-51 
account analysis and verifica­
tion, Supp: 49-50  
aging accounts receivable, 
Supp: 46-48
comparing receipts and de­
posits, Supp: 42-43 
flexibility of, Supp: 51 
price test of inventories,
Supp : 43-44
purchases and sales cutoff, 
Supp: 44-45
seeking unrecorded liabilities, 
Supp: 45-47
uncovering “lapping,” Supp: 
40-42
verifying payroll transactions, 
Supp: 48-49
verification of arithmetic, Supp: 
15-17
types of, Supp: 16-17 
vouching, Supp: 12-15 
obtaining documents,
Supp: 15
various procedures, Supp: 
13-15
working papers (illustrative set), 
Supp: after p. 72 
Audit Programs
advantages, Supp: 89 
checklists as guides to, 14:3-4 
disadvantages, Supp: 89 
form of, 14:4-5 
for staff utilization, 10:36-37 
general guide to preparation,
  14B:1-39
objectives, Supp: 89
repeat engagements, 14:5
review in preparation for, Supp:
88-89
special investigations, 24:4 
types, 14:2-3; Supp: 87-88 
value of, 14:2; 15:15-16 
when prepared, 14:6-7 
where prepared, 14:6-7 
who prepares, 14:5-6 
Audit Techniques (See “Audit 
Procedures”)
“A uditing Developments During the 
Present Century” (Staub), 16: 
21-22
A uditing Philosophy
audit objectives, Supp: 135-36 
auditing standards as guide, Supp:
139-41
field work standards, Supp:
140- 41
personal standards, Supp: 
139-40
standards of reporting, Supp: 
141
audits not uniform, Supp: 136-37 
interim work on annual audit, 
Supp: 138-39
reliance usually on tests, Supp: 
137-38
Auditing Services, 1A;6 
Auditing Standards (See “Professional 
Standards”)
“Auditing Standards” (AIA), Supp: 139 
Auditors (See also “Professional 
Standards”)
independent, responsibilities, 
5:20-24
“Auditor’s Responsibility for Events 
after Balance Sheet Date” 
(Hill), 6:42
Audits (See also “Audit Procedures,” 
“A uditing Philosophy” and 
“W orking Papers”) 
kinds, Supp: 83-84
“Audits by Certified Public Account­
ants” (AIA), 6:5; 13B;4; 
Supp: 119-66
“Audits—Planning and Review ” 
(Powell), 14:28-29 
Austin, Maurice, 21:45 
Automobile Expense 7:91-92; 9C:17
B
Bacas, Paul E., 3:19; 7:3, 72-73 
Balance Sheet
accounts payable, 18:20-21; 18A:4; 
19D:17
accounts receivable, 18:13; 18A:2; 
19D: 11-12
assets, current, 18:10-12, 15; 18A: 
1-2; 19D:10
assets, fixed, 18:16-17; 18A:3; 
19D:15
assets, noncurrent (life insurance 
cash value), 18:15 
assets, other, 19D:15 
capital, 18:24-25; 18A:6; 19D:19- 
22
captions, 19D:9-10 
cash, 18:12; 18A:1; 19D;10 
clients’ written representations, 
13B:42-44
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B alan ce  Sheet ( c o n t . ) :
d e b t d isc o u n t a n d  ex p en se, 18:20 
d e fe rre d  charges, 18A:3; 19D:16 
d e fe rre d  incom e, 18:24; 19D:19 
d e p rec ia tio n , 18:17-18, 29 
d iv id e n d s  p ay ab le , 18:22; 18A:5; 
19D:17
h e a d in g  a n d  g e n e ra l form ,
19D :8-9
in v en to ries , 18:13-14 ; 18A:2;
19D : 12-13
in v estm en ts , 18 :15-16; 18A:3; 
19D :14
item s e x c lu d ed  fro m  c u rre n t assets, 
19D: 13-14
liab ilitie s , accrued , 18:22-23;
18A :4-5; 19D:18 
liab ilitie s , c o n tin g e n t, 18A:5 
lia b ilitie s , c u rre n t, 18:20-21, 23;
18A :4-5 ; 19D: 16-17 
liab ilitie s , n o n c u rre n t , 18:23; 18A: 
5; 19D:18
m a rk e ta b le  secu rities, 18:12; 18A: 
2; 19D: 10-11
no tes  payab le , 18A:4; 19D:17 
no tes  rece iv ab le , 18:12-13; 18A:2; 
19D: 11-12
p re p a id  expenses, 18:14-15 ; 18A:2; 
19D:13
reserve  section , 18:23-24; 19D:19 
r e ta in e d  earn in g s, 18:25; 18A :6-7 ; 
19D :22
SEC spec ia l re q u ire m e n ts , 19 D :3 1 - 
32
sho rt-liv ed  p ro d u c tio n  tools, 18:15 
tax  re fu n d  claim s, 18:15 
taxes o n  incom e, 18:21-22; 18A:4; 
19D .18
trea su ry  stock, 18:25-26;
B an k  C o n firm a tio n  Form , S u p p : 23 
B an k  C re d it
f in an c ia l s ta tem en ts  fo r b a n k
c red it p u rp o ses, 19A :1-10  
illu s tra tiv e  long-fo rm  re p o r t  fo r 
c red it use, 19B: a f te r  page 
13
illu s tra tiv e  lo n g -fo rm  re p o r t  for 
c red it use (no tes on ), 19B: 
11-13
in fo rm a tio n  b a n k e r  needs, 19A:5 
in fo rm a tio n  busin essm en  sh o u ld  
su b m it, 19A :5-10
B a n k ru p tc y  (See “S pecia l In v e stig a ­
t io n s”)
B a n k ru p tc y  Act, N a tio n a l, 24:20-21 
B a n k ru p tc y , G e n e ra l O rd e rs  in , 24:20 
B anks, C h arles  S., 24:21, 23 
B ates, G eorge  E., 6:38 
B enefit P ay m en ts  (See “ P a r tn e rsh ip  
A g re em e n ts”)
B ercu , M a tte r  of, 21:44 
B ib lio g rap h ie s ,
a c c o u n tin g  p rin c ip les , 1 7 C :1-2  
acc o u n tin g  p ro fessio n , 1B:1 
a u d it  p ro ced u re s, 14C:1 
a u d it  w o rk in g  p ap ers , 1 5 B :1- 2  
classified businesses, 2 0 A :1-2 4  
c lien te le , b u ild in g  a n d  k eep in g , 
2 A :1-2
cost a cc o u n tin g  a n d  cost co n tro l, 
23C: 1-3 
fees, 1 2 A :1-2
fin an c ia l s ta te m e n t p re se n ta tio n , 
1 8 C :1-3
in te rn a l  co n tro l, 16E: 1-3 
office o rg a n iz a tio n  a n d  records, 
7 D :1-3
office p ro ced u re s  fo r  c o rre sp o n ­
d en ce  a n d  rep o rts , 8B:1 
p a r tn e rsh ip  ag reem en ts , 3 C :1- 2  
p ro fessio n al e th ics, 5C:1 
p ro fessio n al s tan d ard s , 1 3 C :1-2  
re co m m e n d e d  100 v o lu m e lib ra ry , 
4A: 1-8
r e p o r t  w ritin g , 1 9 F :1- 2  
re sp o n sib ility  a n d  liab ility , 6 :5 7 -5 8  
sp ec ia l in v estig a tio n s, 2 4 C :1-3  
staff co m p e n sa tio n  a n d  u tiliz a tio n , 
10B:1
staff se lec tio n  a n d  tra in in g , 9 D :1- 2  
su p erv isio n  a n d  review  of w ork, 
11D : 1- 2  
B illings (See “ Fees” )
B lough , C a rm a n  G., 16:6, 17; 19:15 
B o a rd  o f C o u n ty  C om m issioners v. 
B aker, 6:16
B onus P lan s (See “Staff C o m p en sa ­
t io n ”)
B o o k k eep in g
p a rt-tim e , 2 :14-15 
B o o k k eep in g  M ach ines, 7 :18 -19  
Books o f A cco u n t (See “ Office 
R e co rd s”)
B o rd e n  C o m p an y , P e tit io n  of, 6:55 
B ran ch  Offices (See also “ Office O rg a n ­
iza tio n  a n d  C o n tro l”) 
p a r tn e rsh ip  ag reem en ts, 3:2, 37 
reco rds, 7:110
su p erv isio n  a n d  rev iew  of w ork, 
11:5
B ru n d ag e , P e rc iva l F., 1:7 
“ B u d g e t a n d  C ost E s tim a tin g  System  
fo r a M edium -S ized  P u b lic  
A cco u n tin g  F irm ” (P eterson) 
7:86
B udgets (See “ C ost A c co u n tin g ” a n d  
“ Office R e co rd s”)
B u rd e n  Costs, 23A :4-5  
B u re au  o f In te rn a l  R e v e n u e  (See “ I n ­
com e T a x  P ra c tic e ”)
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“Business Consultants, Their Uses and 
Limitations” (Controllership 
Foundation), 25:2, 14, 15, 22 
“Business-Survey Approach to Audit­
ing” (Martin), 25:28, 29 
Businesses, Specific (See “Specific Busi­
nesses”)
Buying a Practice (See “Accounting 
Practice”)
“Buying a Practice” (Sproull), 2:21, 22, 
23, 24
c
Calculators, 7:17-18 
Candler v. Crane, Christmas 8c Co., 
6:36
Capital
balance sheet presentation, 18:24- 
25; 18A:6; 19D: 19-20 
Capital Stock, 16D:21 
Capitalization, 8A:9-10 
Carey, John L., 3:41; 5:4; 13A:9 (foot­
note); Supp: 140 
Carriers (See “Motor Carriers”)
Case Studies in Auditing Procedure 
(AIA), 6:5, 9; 9:22; 16D: 1-21 
No. 5, 16D:1-21
Case Studies in Internal Control (AIA) 
No. 1, 16:8, 14-15; 16B.1-24; 
Supp: 86
No. 2, 16:15; Supp: 86 
Case Studies in Inventories (AIA), 
13:13
Cash
balance sheet presentation, 18:12;
18A:1; 19D:10 
internal control, 16D:19-20 
statement presentation, 19A:6 
Cash Surrender Value (See “Insur­
ance”)
Centsless Accounting, 18:5 
Certificate (See “Reports”)
“Changing Concepts of Business In­
come” (AIA), 18:18 
Charitable Organizations 
as clients, 12:17
Charts and Graphs (See “Graphs and 
Charts”)
Charts of Accounts, 7:97-98; 7B:2, 3, 
6, 40-42
Checklists (See “Audit Procedures,” 
“Forms” and “Internal Con­
trol”)
Churchill, Sir Winston, 19:42 
Civil Liability (See “Accountants’ Re­
sponsibility and Liability”)
Clientele
building and keeping, 2:1-31 
division of, 3:50, 58-59, 61-62 
Clients (See also “Accountants’ Respon­
sibility and Liability,” “Ac-
Clients (cont.):
counting Practice” and “Office 
Records”)
accumulation of charges to, 7:77- 
81, 98-99, 100-101; 7B: 
2-4
auditor’s use of schedules prepared 
by, 15:5-6
charitable organizations, 12:17 
dealing with, 2:25-30
competent workmanship es­
sential, 2:30
confidential relationship, 2:26 
consulting services, 2:27 
continual service, 2:26-27 
maximum possible service, 
2:28
on billings, 12:18-19 
on fees, 12:17-18 
personal relations, 2:29-30 
recommendations on prob­
lems, 2:29
types of continual service, 2:27 
types of general service, 2:27 
use of psychology, 2:25-26 
ways of maintaining contact, 
2:28
discussing report draft with, Supp: 
103-04
employee acquiring partnership 
interest from principal, 
2:18
hiring staff personnel, 10:24-25 
increasing present service to, 
2:17-18
liability to (See “Accountants’ Re­
sponsibility and 
Liability”)
merging practices, 2:18 
new services to, 2:18 
obtaining new, 2:16-17, 25 
obtaining staff personnel for, 9B:
23-24
purchase of a practice, 2:18-25
reception of, 7:28-29
staff personnel relations with, 9:34;
9B:25; 9C:4-5, 7; Supp: 
55-57, 113-16
written representations, 13B:37-44 
Coates v. Commissioner, 2:25; 3:6, 7, 8 
Codification of Statements on Auditing 
Procedure (AIA), 6:4, 5; 9:22; 
11:19, 20, 22; 13:17-18, 20, 21; 
13B:l-45; 14:19; 16:15-16; 19: 
2, 17-18; 19E:2 
Collections (See “Fees”)
Colleges
fund accounting, special problems, 
20:38-41
Coman, E. T., Jr., 25:12, 13
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Commissions (See “Fees”)
Commissions on New Business, 9B: 
24-25
Comparative Statements (See “Finan­
cial Statements”)
Compensation (See “Staff Compensa­
tion”)
Competition
clause in partnership agreements, 
3:8-9, 51, 63-64
Competitive Bidding (See “Professional 
Ethics”)
Comptometers, 7:17 
Confidential Communications (See 
“Professional Ethics: privi­
leged communications”) 
Confirmations (See also “Audit Pro­
cedures”)
accounts receivable form, Supp: 36, 
37
Consolidated Statements (See “Finan­
cial Statements” and “Manu­
als: report”)
Construction Industry, 20:5-7 
Consulting Services
agreements for, 25:17 
as affecting CPA’s independence, 
25:7-9
business consultant defined, 25: 
1-3
choosing a consultant, 25:15-16 
controllership, 25:29-30 
CPA’s general business informa­
tion, 25:26-27
cost accounting coverage, 25:17 
detailed list, 25A:1-2  
elements of successful assignments, 
25:16
ethical conduct of consultants, 
25:17
financial v. management account­
ing, 25:18
general business consultants, 25: fi­
11
getting advice accepted, 25:22-24 
informal service, 25:24-30 
knowledge and experience re­
quired, 2:29 
library coverage, 25:21 
major classifications, 25:1-2 
management associations, 25:11 
material on management subjects, 
25:12-14
now rendered by CPAs, 25:3-7 
outline of field, 25:1-3 
planning, 25:21
specialization problems, 25:6-7, 
21-22, 24-25
suggestions for CPAs, 25:17-25 
to whom rendered, 2:27
Consulting Services ( c o n t . ) :  
types to select, 25:19-20 
value to small businesses, 2:29; 25: 
6, 24-25, 30
what business expects, 25:18-19 
when management uses, 25:14-17 
why business uses, 25:15
“Contemporary Accounting” (AIA), 23: 
18
Contingent Fees (See “Professional 
Ethics”)
Contract Negotiation and Controver­
sies (See “Special Investiga- 
gations”)
Contracts with Clients (See “Account­
ants’ Responsibility and Lia­
bility”)
Contracts with Staff (See “Personnel, 
Staff”)
Contributed Capital Statement (See 
“Financial Statements”)
“Controller,” 4:18-19
Controllers Institute of America, 4:12- 
13, 18-19
Controllership (See “Consulting Serv­
ices”)
“Controllership: Its Function and
Technique” (MacDonald), 
25:29
Cooley, T. M., 13:11, 13A:10
Co-operation with Lawyers (See “In­
come Tax Practice,” and 
“Tax Practice”)
“Corporation’s Responsibility to the 
Future” (Holman), 1:14
Correspondence (See “Office Proce­
dures”)
Cost Accounting (See also “Accounting 
Systems”)
accounting costs, 23:7-8 
agreements for, 25:17 
applications of cost, 23:3-5 
budgets, 23:19-20; 23B:9-10 
break-even points, 23:19-20 
concepts defined, 23B:3-9 
concepts, other important cost, 23: 
16-20; 23B: 3-9
consistency, dogma of, 23B: 10-11 
convention of “cost,” 23B: 11 
convention of “period,” 23B: 11-12 
“cost” as a term, 23:2-3; 23B:3 
cost reports, 23:5-6 
costs and their uses, 23:2-7 
defined, 23B:3
direct costing, 23:16-17; 23B:5, 12 
distribution costs, 23:18-19 
fixed and variable costs, 23B:12 
government contract costing, 23: 
20
historical costs, 23:9-11; 23B:3-4
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Cost Accounting (cont.): 
indirect costs, 23B:12 
job costs, 23:8-9 
materiality, doctrine of, 23B:11 
nomenclature, 23:6-7; 23B:3-9 
process costs, 23:8-9 
profit determination, 23B:10-13 
profit goal establishment, 23B:9-10 
standard costs, 23:9-10, 12-16; 
23B:4, 13
statistical costs, 23:7-8 
systems, 23:7-10
systems installation, survey and re­
port, 23A:1-6
tie-in with financial accounting, 
23B:9-13 
CPA Certificate
relation to advancement 10:22-23 
CPA Examinations 
grading, 9B:25 
policy of firm, 9B:9 
preparation for, Supp: 69-70 
suggestions, Supp: 70-71 
CPA Handbook (See “Accounting Pro­
fession”)
Craig V. Anyon 6:14-17, 18, 19 
Credit Grantors (See also “Bank 
Credit”)
data needed in accountants’ re­
ports, 19:7-8
financial statements for bank credit 
purposes, 19A:1-10 
illustrative long-form report for 
credit use, 19B: after page 
13
illustrative long-form report for 
credit use (Notes on), 
19B: 11-13
Cutforth, A. E., 19:1
Dander Lumber & Export Co. v.
Columbia Casualty Co., 6:18 
Dean, Joel, 23:6 
Death Benefits (See “Partnership 
Agreements”)
Debt Discount and Expense, 18:20 
Debtors, Financially Embarrassed (See 
“Special Investigations”) 
Deed of Secrecy (See “Personnel, 
Office”)
Defalcations (See “Accountants’ Re­
sponsibility and Liability”) 
Deferred Charges, 16D: 18-19; 18A:3; 
19D:16
Deferred Income, 18:24; 19D:19 
Dennis, William H., Estate of, 6:47- 
48: 15:10
Department Stores
special problems, 20:11-14 
DePaula, F. R. M., 6:11-12 
Depreciation
balance sheet presentation, 18: 17- 
18, 29
Dicksee, Lawrence R., 16:2 
“Dicksee’s Auditing” (Montgomery), 
16:2
Dictating Machines, 7:20, 30-31; 8:7 
Direct costs, 23B:12 
Direct Labor Cost, 23A:3-4 
Direct Material Cost, 23A:2-3 
Disbarment and Suspension before 
U. S. Treasury Department, 
21:50
Disciplinary Proceedings (See “Ac­
countants’ Responsibility and 
Liability” and “Professional 
Ethics”)
Disclaimers (See “Report Writing” and 
“Reports”)
Disclosure (See also “Accounting Prin­
ciples,” “Professional Stand­
ards” and “Financial State­
ments”)
post-balance-sheet events, 17:40-42; 
Supp: 105
principle of full disclosure in fi­
nancial statement presen­
tation, 18:8-9; 18A:l-8 
rules of professional conduct,
(AIA, 5:20-22; 5B:3-4; 
18:9
special rules in financial statement 
presentation, 18A:1-8  
unqualified reports, 13:25, 13A:29- 
31; 17:36-42; 17B:6-8, 
18-19
Dissolution (See “Partnership Agree­
ments”)
Distribution Costs, 23A:5 
Dividends Payable, 18:22; 18A:5; 
19D:17
Dohr, James L., 17:25 
Douglas, William O., 6:38 
Doyle V. Chatham & Phenix National 
Bank, 6:36
Duplicating Machines, 7:14
Eaton, Marquis G., 1:17-18 
Educational Records Bureau, 7:22; 9:11 
Embezzlement (See “Fraud and 
Embezzlement”)
Emerson, Ralph Waldo, 1:1 
Employee Contracts (See “Employ­
ment” and Personnel, Office”) 
Employee Manuals (See ‘Manuals: 
personnel”)
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Employees (See “Office Organization 
and Control,” “Personnel, Of­
fice” and “Personnel, Staff”) 
Employees’ Progress Report, 9A:3-4 
Employment
applications, 7:21; 9A:7-10; 
9B:29-30
by client, 9B:23-24 
contracts, 7B:2; 9:3-4; 9B: 19-20, 
31-34
outside experts, 24:18-19 
personnel manual procedures,
9B: 18-22 
policies, 7:90; 8:3
“Employment Outlook in Accounting” 
(U. S. Department of Labor, 
1951), 1:8 
Engagements
completion of, Supp: 101-10 
memoranda, 7:42-46; 7B:2, 3 
planning, Supp: 83-92 
records, 7:43-46; 7B:2, 3 
Entertainment (See “Office Organiza­
tion and Control”) 
Equipment (See “Office Equipm ent”) 
Esenoff, Carl M ., 7:16, 59, 79, 80, 81; 
10:13
Estate Planning, 21:44 
Ethics (See “Professional Ethics”) 
“Examination of Financial Statements 
by Independent Public Ac­
countants” (AIA), 18:1, 7, 9 
Examinations (See “CPA Examina­
tions”)
Exceptions (See “Reports”)
Expenses (See “Manuals: personnel,” 
“Office Organization and Con­
trol” and “Office Records”)
Experts
engaging outside experts, 24:18-19 
Expulsion (See “Partnership 
Agreements”)
“Extensions of Auditing Procedure” 
(AIA), 13:4, 17, 20, 21; 14:19
Federal Civil Procedure Rule 43(a), 
21:41
“Federal Securities Act of 1933” 
(Douglas 8c Bates), 6:38 
Federation of Societies of Public Ac­
countants in the U. S., 4:1 
Fees (See also “Professional Ethics”) 
bankruptcy investigations,
24:23-24
basic factors, 12:2-7 
billings, 12:18-19 
charged charitable organizations, 
12:17
Fees (cont.):
collections, 12:20-21 
commissions, 12:16-17 
community’s size and character, 
12:6
complaints, 12:19 
contingent (See “Professional 
Ethics”)
correspondents’, 12:15 
dealings with clients, 12:17-21 
difficulty of engagement, 12:5 
estimates or “quoting,” 5:11; 12:16 
financially embarrassed debtors, 
24:23-24
fixed (or flat), 12:10-11 
forwarding, 12:16-17 
general discussion, 12:1-2 
new clients, 12:5-6 
per diem, 12:7-9
advantages, 12:8 
allowance for fractional time 
unrecorded, 12:9 
disadvantages, 12:8-9 
methods and formulas, 12:7-8 
minimum time unit recorded, 
12:9
standard working day hours, 
12:9
upgraded for certain services, 
12:9
upgrading rates, 12:9 
reasonable value (“quantum
meruit”), 12:1-2, 4-5, 8, 
14-15, 19
retainer contracts, 12:12-14 
skill and experience, 12:5 
staff time, 12:3 
staff utilization, 12:6 
technical importance of work, 
12:3-4
Treasury Department for practice, 
21:49-50
unprofitable work, 12:14-15 
unusual overhead costs, 12:6-7 
value of services to client, 12:4-5 
Fidelity 8c Deposit Company of Mary­
land V. Atherton, 6:22
Files
considered “current,” 7:11 
fileroom, 7:5,11; 7A:1-2 , 6 
Filing and Indexing
classifying, 7:36-38; 7A:7-8 
control of withdrawals, 7:38; 7A: 
4-5, 10-11
disposal of old records, 7:35, 39-40; 
7A:5, 11-12
indexing, 7:36-38; 7A:4, 10 
methods, 7:35-41; 7A:1-18 
personnel handling, 7:34-35,
7A:1, 6
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Filing and Indexing (cont.): 
report indexing, 19D:3 
systems, 7:34-35; 7A:1-18 
alphabetic, 7A:6-13 
numeric, 7A:1-5 
variations used by several 
firms, 7A:13-18 
temporary files, 7:37 
tickler and follow-up systems, 
7:49-61
working papers, 7A:3, 5, 7, 12, 13; 
15:18-25
years considered “current,” 7:37 
Financial Statements (See also “Ac­
counting Principles,” “Bal­
ance Sheet,” “Professional 
Standards” and “Reports”) 
application of accounting princi­
ples, 13:23-24; 13A:28; 
17B:1-24; Supp: 104-05 
bank credit purposes, 19A:1-10 
information businessman 
should submit, 19A:5-10 
what banker needs, 19A:5 
basis, 18:7
classification, 18:6-7; 18A.-1-8 
client’s responsibility, Supp: 
129-30
comparative, 18:4 
consistency, 18:8 
consolidated, 18:4, 18A:7-8;
19D:28-30
contributed capital statement, 
18:30; 19D:26-27 
corporate annual report, 18:1-2 
disclosure, 18:8-9; 18A.-1-8 
form, special rules for, 18A:1-8  
general rules applicable, 19D:2-4 
illustrative set, 18B 
in reports, 19:21-23 
income statement, 18:26-29; 18A: 
9; 19D:22-26 
all inclusive, 18:27-28 
cost of goods sold, 19D:24 
extraordinary items, 19D:23 
heading and captions, 
19D:22-23
in report manual, 19D:22-26 
other deductions, 19D:25-26 
other income, 19D-.25 
prior period adjustments, 
19D:23
profit, gross, 18:28-29 
revenues, gross, 18:28-29 
sales, 18:28-29; 19D:24 
SEC special requirements, 
19D:32
selling and administrative 
expenses, 19D:24-25 
taxes on income, 19D:26 
title, 18:27
Financial Statements (cont.):
judgment and facts reflected in, 
Supp: 126-29 
limitations, 18:3-4 
materiality, 18:7 
notes to, 18:8; 19D:32, 34-36 
omission of cents, 18:5 
presentation problems, 18:6-9 
principal statements defined, 
18:2-3
retained earnings statement, 18: 
29-30; 19D:26-27 
schedules, 19D:32 
SEC special requirements, 
19D:31-32
significance of, 18:1-6 
special purpose, 18:3 
special types, 19D:32-33 
standardization, 18:30-31 
supplemental, 18A:8; 19D:28 
terminology, 17:32-33; 18:6-7; 
18A:1-8
tools of construction and presenta­
tion, 18:5-6
unincorporated organizations, 
190:32-33
“Financial Statements” (Kennedy and 
McMullen), 18:10
“Financial Statements for Bank Credit 
Purposes” (Robert Morris As­
sociates), 19A:1-10
Firm Name (See “Partnership Agree­
ments”)
Fiscal Year (See “Period”)
Fisher, In re: 6:51-52 
Fixed Costs, 23B:12 
Fixed Price Orders, 20:36-38 
Flagg V. Seng, 6:20-21 
Fletcher, R. I., 25:18-19 
Foreign Currency
“Accounting Problems Arising 
from Devaluation of 
Foreign Currencies,” 
(AIA), Supp: 165
Forms
accounts receivable confirmation, 
Supp: 36, 37
accumulation of charges, 7B: 2, 3, 4 
administrative, 7B:2, 34-38 
bank confirmation, Supp:23 
billing, 7B:2, 3-4, 29-33, 67-92 
chargeable time, 7B:2, 21-24 
charts of accounts, 7B:2, 3, 6, 40-42 
client records, 7B:2-3, 21-24, 49-53 
co-ordinated set, 7B:2, 6-38 
designing, 22:22-24 
employee progress report, 9A:3-4 
employment applications,
9A:7-10; 9B:29-30 
expense report, 9B:27 
flow of, 22:21-22
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Forms (cont.):
in-charge accountant’s review ques­
tionnaire, 11A:1-3 
income tax deficiency protest, 
21:29-30
income tax refund claim, 21:38 
internal control questionnaire, 
16B:6-24; 16C:1-12 
interview, 9A: 11-15 
net income reconciliation for tax 
returns, 21:4
office opening announcement, 
2 : 11-12
partnership agreement, 3A:1-4  
partnership formation announce­
ment, 2:12
personnel, 7B:2-3, 7-18, 43-48 
personnel contracts, 9B:31-34 
power of attorney, 21:26, 27 
progress report, 9A:5 
report review checklist, llC:5-7 
scheduling and follow-up, 7B:2-3, 
25-28, 60-66
staff performance report, 9A:6 
staff training report, 9A:2 
supplementary and alternative, 
7B:3-4, 40-94
tax return control sheet, 21:10, 11 
tickler system for tax returns,
21:2, 3
time report, 7B:2-3; 9B:28 
transmittal letter for tax returns, 
21:14
wage authorization, 9B:35 
working papers, 7:41-43 
working papers (illustrative set), 
15A; Supp: after page 72 
working papers review question­
naire, llB :l-3
Fraud and Embezzlement, (See also 
“Accoutants’ Responsibility 
and Liability,” “Special In­
vestigations” and “Tax Prac­
tice”)
discovered on audit, Supp: 96-98 
special investigations, 24:1-2, 5-8 
tax fraud cases, 21:40-42; 21A:3 
Fringe Benefits (See “Staff Compensa­
tion”)
Frisbee, Ira N., 2:22; 3:20, 21, 66, 67, 
73, 74
Frye, Ex parte, 6:48-50 
Fund Accounting
colleges, 20:38-41 
government units, 20:38-41 
hospitals, 20:38-41 
trusts, 20:38-41
G
Gardner, et al., v. Conway, 21:44 
Gariepy v. United States, 6:52  
Glanzer v. Shepard, 6:25-26, 36 
Goodwill (See also “Partnership 
Agreements”) 
income tax problems, 2:25 
partnership agreements, 3:6, 67-74 
valuation of practice, 2:18-25 
Government Fixed Price Orders, 
20:36-38
Government Units, 20:38-41 
Graphs and Charts, 19:28-33; 24:26-29 
“Guide for Proofreading and Review­
ing Reports” (Heaton), 11:15- 
18
H
Handbook, CPA (See “Accounting Pro­
fession”)
Heaton, Herbert, 11:15
Hermann, Irvin A., 7:8
Hill, Gordon M., 6:42
Himmelfarb v. United States, 6:52
Historical Costs, 23:9-11; 23B:3-4
Holidays, 9B:9
Holman, Eugene, 1:14
Hopkins v. People, 6:56-57
Horton v. Commissioner, 2:25; 3:6, 8, 68
Hospitals, 20:38-41
House Organs, 10:19-20
Hubbard, Elbert, 1:9
I
Incentives (See “Staff Compensation”) 
Income Statements (See “Financial 
Statements”)
Income Tax Practice (See also 
“Tax Practice”)
Bureau of Internal Revenue, 
21:18-23
Chief Counsel’s Office, 21; 23 
co-operation with lawyers, 21:44- 
46; 21A:1-4
Director of Internal Revenue, 
21:20-23
Director of Practice, Treasury De­
partment, 21:23-24, 48 
District Commissioners’ Office, 
21:20, 23
estate planning, 21:44 
incompetence, 21:43 
Internal Revenue Bureau special 
rulings, 21:46-47 
library, 21:47-48
National Conference of Lawyers 
and CPAs, 21:44; 21A:1-4 
preparation of Federal returns, 
21:1-16
from audited figures, 21:3-6 
from unaudited figures,
21:6-7, 8 
review, 21:11-13 
tax calendar, 21:15-16 
tickler system, 21:1-3
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Income Tax Practice (cont.): 
preparation of Federal 
returns (cont.): 
transmittal, 21:14 
typing and signature, 21;13-14 
working sheets, 21:8-10 
special rulings, IRB, 21:46-47 
specialization, 21:43-44 
state and local, 21:16-17 
“Tax Consultant” or “Tax Ex­
pert,” 21A:3
Tax Court, 21:33-36, 21A:3
admission to practice, 21:33 
appeals to U. S. Court of Ap­
peals, 21:36 
briefs, 21:35-36 
burden of proof, 21:35 
CPA as practitioner, 21:36, 
21A:3
decisions, 21:36 
jurisdiction, 21:33-34 
nature of hearings, 21:35 
pleadings, 21:34-35 
prior Bureau proceedings, 
21:34
representation by lawyer, 21: 
36, 21A:3
rules of evidence, 21:35 
where hearings held, 21:35 
tax department, 21:42-44 
tax liability agreement, 21:37 
Treasury Department divisions, 
21:18-24, 48
Treasury Department procedures, 
21:24-42, 48-50; 21A:3 
appeals, 21:31-32 
choice of forum, 21:33 
compromises, 21:39-40 
conferences, 21:28, 31-32 
CPA enrollment and admis­
sion to practice, 21:48-50 
deficiency notice, 21:32 
disbarment and suspension of 
practitioners, 21:50 
examinations of returns, 
21:24-25
fraud cases, 21:40-42; 21A:3 
jeopardy assessments, 21:32-33 
ninety day letter, 21:29, 32 
period of limitation on assess­
ment, 21:24
preliminary deficiency notice, 
21:28-29
preparation for conferences, 
21:25-27 
protest, 21:29 
refund, 21:37-39, 21A:3 
thirty day letter, 21:28-29 
waiver of notice of deficiency, 
21:36-37
Income Tax Practice (cont.):
Treasury Department 
procedures (cont.): 
unauthorized practice of law, 21:
44-46, 21A:1-4
Independence (See “Professional
Ethics” and “Professional 
Standards”)
Indexing (See ‘‘Filing and Indexing”) 
Indirect Costs, 23B:12 
Ink or Pencil
use for working papers, 15:12-13 
Institute of Internal Auditors, 4:13-14, 
19; 16:20
Insurance, 7:102-6; 7C; 9B:13; 10:15-16 
accident, 7C:3
accountants’ liability, 7:104-5; 
7C:3
automobile liability, 7C:2 
cash surrender value, 19A:7 
dishonesty, destruction and disap­
pearance (“all risk”), 7C:2 
fidelity, 7:103 
fire, 7:105: 7C:2-3 
forgery, 7:105-6 
general liability, 7C:1-2  
group, 10:15-16 
health, 7C:3
life, cash surrender value, 18:15; 
19A:7
partnership life, 3:5, 69, 80-81; 7: 
105-6; 7C:4
plate glass (partitions, desk tops, 
etc.), 7C:3
public liability (automobile), 
7:104-5
recommendations for accounting 
firms, 7C:1-4
sprinkler leakage, 7:105-6; 7C:3 
staff  personnel plans, 9B:13 
survey of available insurance, 
7C:1-4 
theft, 7:105
valuable papers, 7:103-4; 7C;3 
workmen’s compensation, 7:105; 
7C:1
“Intermediate Accounting” (Johnson), 
18:6
Internal Auditing (See also “Internal 
Control”), 16:20-22 
“Internal Auditor,” 4:19 
Internal Control
accounting and procedures
manuals desirable, 16A:8 
accounting record, 16:10-11 
adequacy of personnel, 16A:11-13 
assisting clients to improve, 
16:22-23
auditors’ responsibility for review 
and report, 16:5-6
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Internal Control (cont.):
authorization and record proce­
dures, 16A:8-9; 16D:1-21 
capital stock and surplus, 16D:21 
cash, 16D: 19-20 
characteristics, 14:11; 16:2-4;
Supp: 84 
checklist, 16:10 
collateral control procedures,
16A:9
costs and expenses of operation, 
16D:8-14
deferred charges, 16D:19 
definition, 16:4-5 
depreciation, 16D; 18-19 
determining and recording degree 
of, 16:7-14
disclaimer of opinion when inade­
quate, 19:15; 19C:20 
elements of co-ordinated system, 
16A;4-13
field work standards, 13:15-16, 
13A:16-19, 13B:7 
graphic illustration, 16A:19 
increasing significance, 16A:3-4 
initial engagements, 16:13-14 
internal audit staff, reliance on, 
16:14
internal control and management, 
16A:13-14
internal control and the public ac­
countant, 16A:14-18 
inventories, 16D:15-18 
investments and related income, 
16D:20
liabilities, 16D:20-21 
maintenance, 16D:18-19 
meaning of, 16:2-5 
notes and accounts receivable, 
16D:7
organization charts, 16:11; 16A: 
after page 19
organization plan, 16A:5-8 
prepaid expenses, 16D:19 
procedural flow charts, 16:12-13;
16A: after page 19 
property accounts, 16D: 18-19 
public accountants’ view of, 16:4-5 
questionnaires, 14:12-13; 16:8-10 
16B:l-24; 16C:1-12 
records and forms, 16A:9 
recurring audits, 16:13-14 
reliance on, 16:14-16; 16A:14-18 
reliance on internal auditors, 
Supp: 86
review of, 14:11-13; 16A:16-18; 22: 
36-37; Supp:85-86 
sales and revenues, 16D:2, 7 
small businesses, 16:17-20; Supp  
86-87
sound practices, 16A:9-11
Internal Control (cont.):
survey, 14:11-13; 16A:16-18 
"Internal Control” (AIA), 14:11; 16: 
2, 3, 16, 22; 16A: 1-19; Supp: 
141
“Internal Control—Elements of a Co­
ordinated System . . ."
(AIA), 13B:4
“Internal Control in a Small Company 
and What the Accountant 
May Do to Further It” 
(Blough), 16:17
“Internal Revenue Bulletin,” 4:19-20 
Internal Revenue Bureau (See “Income 
Tax Practice” and “Tax Prac­
tice”)
Internship Programs (See “Personnel, 
Staff”)
Inventories
audit procedures, 13B:16-19, 24-30 
balance sheet presentation, 18:13- 
14; 18A:2; 19A:12-13 
clients’ written representations, 
13B:37-40
internal control, 16D: 15-18 
price testing, Supp:43-44 
statement presentation, 19A:7 
taking, Supp: 30-33 
Investigations (See “Special Investiga­
tions”)
Investment Companies, 20:9-11 
Investments
balance sheet presentation, 18:15- 
16; 18A:3; 19D:14 
internal control, 16D:20 
statement presentation, 19A:7 
Ipswich Mills, V. Dillon, 5:14; 6:45- 
47, 48, 49
Irish Woolen Co. Ltd., v. Tyson, 6:14
J
Jessup and Moore Paper Company v.
Bryant Paper Company, 24:
16-17
Job Classifications, 9B:4-7 
Job Costs, 23:8-9 
Johnson, Arnold W., 18:6 
“Journal of Accountancy,” 4:15 
“Journal of Optometry,” 1:13 
Junior Accountants (See also “Person­
nel, Staff”)
auditing techniques, Supp: 11-51 
duties of, Supp: 1-72
general scope, Supp: 1-6 
financial statement examination, 
Supp: 3
preparation for the future, Supp: 
59-72
professional requirements, Supp: 
52-58
progress report, 9A: 5
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Junior Accountants (cont.):
relations with client’s staff, Supp: 
55-57
relations with staff, Supp: 57-58 
training by seniors, Supp: 112-13 
work papers, Supp: 7-10; and after 
page 72
Junior Partners (See “Partnership 
Agreements”)
K
Kennedy, Ralph D., 18:10 
Kingston Cotton Mill Co., In re: 6:13- 
14, 19
L
Labor Department, U. S., 1:8 
“Labor’s Views of Financial State­
ments” (Ruttenberg), 1:10 
Landed v. Lybrand, 6:23-24 
“Lapping,” Supp: 40-42 
Lawyers, Co-operation with (See “In­
come Tax Practice” and “Tax 
Practice”)
Lee, Henry J., 16:18 
Legal Responsibility (See “Accountants’ 
Responsibility and Liability”) 
Letterheads, 8:4-5 
Liabilities
accrued, 18:22-23; 18A:4-5;
19D:18
balance sheet presentation, 18:20- 
21, 23; 18A:4-5; 19D:16- 
18
clients’ written representations, 
13B:41-42 
contingent, 18A:5 
current, 18:20-21, 23; 18A:4-5; 
19D:16-17
internal control, 16D:20-21 
noncurrent, 18:23; 18A:5; 19D:18 
statement presentation, 19A:8-9 
Liability, Civil (See “Accountants’ Re­
sponsibility and Liability”)
Library
personal, for juniors, Supp: 62-63 
recommended 100 volumes, 4A:1-8 
suggestions, 4:21 
tax practice, 21:47-48 
tax services used, 7:108 
use by personnel, 9B:18, 9C:20; 
10:18
“Life of Richard Cobden” (Morley),
1:10
Literature (See “Professional 
Literature”)
Littleton, A. C., 1:2
Loans to staff personnel, 9B:25
Locke, John, 1:9
London and General Bank, In re: 6:
12-13
Long-Form Report (See “Reports”)  
Lowell Bar Ass’n. v. Loeb, et al., 21:44 
Lynch v. Bailey, 3:64
M
MacDonald, John H,  7:8; 25:29 
Madden,  al., v. Commissioners, 3:7 
Mail Handling, 7:29-30; 7B:2; 9B.-17- 
18
Maintenance
internal control, 16D:18-19 
Management (See “Consulting Serv­
ices”)
“Managerial Economics” (Dean), 23:6 
Manuals
accounting systems, 22:29-30 
personnel, 9B:1-35 
absences, 9B:15 
annual outing, 9B:13 
attending society meetings, 
9B:10
births, deaths and illness, 9B: 
24
commissions on new business, 
9B:24-25
compensation policy, 9B:4 
conduct, 9B:13-14 
CPA examination, 9B:9 
employing for clients, 9B:23- 
24
employment procedures, 9B:- 
18-22
expenses, 9B:15-16 
grading CPA examinations, 
9B:25
insurance, 9B:13 
job classifications, 9B:4-7 
library, use of, 9B:18 
loans, 9B:25
mail handling, 9B:17-18 
membership in societies, 9B: 
9-10
office hours, 9B:15 
overtime, 9B:11-12 
payroll procedures, 9B:22-23 
sick leave, 9B:10-11 
special relations with clients, 
9B:25
subscriptions to periodicals, 
9B:10
supper money, 9B:13 
travel and hotel reservations, 
9B:16-17
use of staff rooms, 9B:17 
vacations and holidays, 9B:7- 
9, 9C:14
report, 19:44-45; 19C:1-22; 19D:- 
1-45
arrangement of content, 19C:- 
6-7
balance sheet, 19D:8-22
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Manuals (cont.): 
report (cont.):
consolidated and parent com­
pany statements, 19C:20- 
21; 19D:28-30
content of “accountants’ re­
port,” 19C:7 
covers, 19C:5-6
data not part of financial state­
ments, 19C:22 
date used, 19C:7-8 
exceptions in opinions, 19C;
16-19; 19E:2-14 
income statement, 19D:22-26 
indexing, 19D:3 
intermediate paragraphs, 19C: 
14-15
introductory (scope) para­
graph, 19C:10-14 
new terminology, 19C:9 
opinion, denial (disclaimer) 
of, 19C:19-20
opinion, expression of, 19D:8 
opinion, internal control in­
adequate, 19C:20 
opinion in first examinations, 
19C:19
opinion paragraph, 19C:15-19 
opinion, qualified, 19C:16-19;
19D:5-6; 19E:14-15 
prevention of errors, 19D:3-4 
retained earnings and con­
tributed capital, 19D:26- 
29
review procedures, 19D:42-45 
SEC special requirements, 
19D:31-32 
signature, 19C:20 
supplemental statements, 
19D:28
types, 19C: 3-4; 19D:2-3 
use of name and address, 
19C:4-5, 8-9; 19D:4-5 
working papers, 19D:36-42 
staff, 9B:1-35; 9C:1-22 
conduct, 9C:4-7 
equipment for personnel, 9C: 
19-20
expenses, 9C:17-18 
office hours, 9C:13-14 
professional work, rules on, 
9C:7-12
required reading, 9C:20-21 
use of library, 9C:20 
vacations, 9B:7-9; 9C:14 
workweek, 9C:13-14 
style, 8A:1-63
correspondence, 8A:38-51 
indented material (tabula­
tions, etc.), 8A:23-28
Manuals (cont.): 
style (cont.):
list of stationery and supplies 
for office, 8A:57 
proofreading, 8A:56 
reference books, 8A:59 
report preparation, 8A:7-20 
statements and schedules, 8A: 
30-37, 60-63 
tax returns, 8A:52-55 
Martin, G. E., 25:28, 29 
Martindell, Jackson, 25:29 
Maryland Casualty Co. v. Cook, et al., 
6 :6, 8 
Materiality
doctrine of, 23B:11 
financial statement items, 18:7 
“Materiality — What Does It Mean in 
Accounting?” (Dohr), 17:25 
Mayo, Ralph B., 7:1, 63, 71; Supp: 79 
Maze, Coleman L., 7:8 
McAnarney v. Newark Fire Insurance 
Company, 24:14 
McMullen, Stewart Y., 18:10 
Medical Service, 10:19 
Microfilming, 7:19, 39 
“Milestones on the Path of Account­
ing,” (Brundage), 1:7; 6:3 
Military Service, 3:30-31 
Montgomery, Robert H., 16:2 
Mosley, John, 1:10 
Motion Picture Theatres, 20:4-5 
Motor Carriers, 20:7-9
N
National Association of Cost Accoun­
tants, 4:11-12
International Cost Conference, 
4:11
“N.A.C.A. Bulletin,” 4:18 
National Conference of Lawyers and 
CPAs, 21:44; 21A:1-4 
statement of principles on income 
tax practice, 2:17
National Surety Corp. v. Lybrand, 6:
17-20
Natural Business Year, 10A:1-6 
Negligence (See “Accountants’ Respon­
sibility and Liability”)
New York State Society of Certified 
Public Accountants, 4:7 
Newspapers, 20:14-16 
“Ninety Day Letter” (See “Income Tax 
Practice”)
Noncompetition Agreements, 3:5, 8-9, 
50, 63-64; 3A:2-3; 5:16; 9:4-5 
Nonprofit Institutions, 20:38-41 
Notes Payable
balance sheet treatment, 18A:4; 
19D:17
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Notes Receivable
balance sheet treatment, 18:12-13;
18A:2; 19D:11-12 
internal control. 16D:7
o
O’Connor v. Ludlam, 6:33-36, 37 
Office Employees (See “Personnel, 
Office”)
Office Equipment
adding machines, 7:17 
bookkeeping machines, 7:18-19 
calculators, 7:17-18 
comptometers, 7:17 
dictating machines, 7:20, 30-31; 
8:7
duplicating machines, 7:14 
electric typewriters, 7:13-14 
interoffice communication systems, 
7:19
microfilming, 7:19 
postage and sealing machines, 7: 
19
rental of, 7:20 
reproducing processes
experience with, 7:16 
suggestions, 8:8-9 
types and makers, 7:14-15 
use of outside services, 7:17 
sources of information, 7:12 
typewriters, 8:7-8
Office Hours, 7:31-33; 9B:15; 9C:13-14; 
10:28
Office Layout, 7:3-12 
file room, 7:5, 11 
floor space needs, 7:7-8 
furnishings, 7:4 
general practices, 7:3-4, 5-7 
separate offices, 7:4-5 
space allocation, 7:8-11 
staff rooms, 7:5 
storage space, 7:5
Office Location, 2:10; 3:37; 3A:1; 7:3 
Office Machines (See “Office Equip­
ment”)
“Office Management” (MacDonald), 7:8 
“Office Management” (Maze), 7:8 
“Office Methods, Systems and Proced­
ures” (Herrmann), 7:8 
Office Organization and Control (See 
also “Manuals” and “Person­
nel”)
branches, 7:108-11
interchange of personnel, 
7:109-10
laws affecting, 7:110 
records, 7:109
review of branch reports, 7:109 
entertainment policy, 7:94-95 
management responsibilities, 7:27- 
28
Office Organization and 
Control(cont.): 
organization chart, 9:1-2 
overtime, 7:88-90 
sick leave, 9B:10-11 
traveling expense, 7:91-92, 96-97; 
9C:17-18
allowances for car use, 7:91- 
92; 9C:17
vacations, 9B:7-9; 9C:14 
wage and hour problems, 7:88-90 
Federal law, 7:88-90 
special overtime plans, 7:88- 
90
unionization, 7:89
Office Personnel (See “Personnel, 
Office”)
Office Procedures
correspondence, 7:26; 8:5-7; 8A: 
38-51
style manual, 8A:38-51 
dictation equipment, 7:20, 30-31 
mail, 7:29-30; 7B:2; 9B:17-18 
payroll, 9B:22- 23 
preprinted schedules, etc., 7:26 
pretyped schedules, etc., 7:26 
processing reports, 8:9-20; Supp: 
106
distribution record, 8:19 
final review and delivery, 8:
18-19
proofreading, 8:17-18, 8A:56; 
11:15-18
review and referencing, 8:17; 
11:15-18
sequence in, 8:9-10 
style manual, 8A:7-37, 60-63 
typing, 8:13, 14-17; Supp: 106 
processing tax returns, 8:20-21 
style manual, 8A:52-55 
proofreading, 8:17-18; 8A:56; 11: 
15-18
receiving clients, 7:28-29 
receptionist’s other duties, 7:28-29 
record storage, 7:11 
referencing, 8:17; 11:15-18 
reports (model paragraphs), 7:27, 
42
salary advances, 9B:25 
secretarial, 7:30 
stationery, 8A:57-58 
stenographers, 7:31 
style manual, 8A:1-63 
telephone service, 7:29; 7B:2 
transmittal letter with tax return, 
7:26
Office Records
accumulation of charges, 7:77-81, 
98-99, 100-1 
elements of charges, 7:82
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Office Records (cont.):
accumulation of charges (cont.): 
forms, 7B:2, 3, 4 
itemizing expenses, 7:83-84 
pricing time, 7:82, 100-1 
treatment of overtime, 7:83 
when client charged, 7:83 
branch, 7:110 
budgets, 7:84-87
engagement memoranda, 7:42-46; 
7B:2, 3
expense reports, 7:70-71 
analysed, 7:71 
form, 9B:27
items included, 7:70-71 
partners, 7:84 
receipts required, 7:71 
when rendered, 7:70 
inactive, storage of, 7:11 
of conversations, 7:46-47 
of meetings, 7:46-47 
of opinions, 7:46-47 
of staff work, 7:61-66 
of tax returns and work, 7:47-49 
operation costs, 7:84-88
allocating in budgets, 7:86-87 
personnel and cost budgets, 
7:84-87
operations, 7:95-102
accounting basis (cash or ac­
crual), 7:95, 99-100 
books of account, 7:101-2 
charts of accounts, 7:97-98;
7B:2, 3, 6, 40-42 
financial statements, 7:102 
fiscal year, 7:95, 99-100 
income and cost accounts, 7: 
101
payroll methods, 7:97 
overtime, 7:70, 83 
personnel location, 7:61-62 
preservation, 7:11 
punch-card accounting, 7:18, 81-82 
time ledgers, 7:66-70
discussion of sheets, 7:66-68 
forms of ledger sheets, 7B:2-4 
use by large firm, 7:66 
time reports, 7:62-66, 84; 9B:1-22 
consolidated on payroll rec­
ords, 7:69
data included, 7:65, 69-70 
filing, 7:63-64, 68-69 
forms of, 7B:2-3; 9B;28 
how often required, 7:62-63, 
65
minimum time unit, 7:63, 65 
posting, 7:63 
review of, 9B:22 
supplemental diaries, 7:64 
used as permanent record, 7: 
68
Office Records (cont.): 
time reports (cont.):
used for clerical personnel, 7: 
66
various types used, 7:65 
work progress, 7:71-77
current practices, 7:77 
forecasts, 7:73-77; 7B:2, 3 
personnel records, 7:72-73 
personnel records (forms), 7B: 
2, 3
staff service records, 7:71-72 
“Office Review of Field Procedures” 
(Stover), 11:6 
Office Space, 2:10-11 
Office Supplies
color and format, working paper, 
7:41-43; 15:12
illustrative list for accounting firm, 
8A:57-58 
letterheads, 8:4-5 
purchase and control, 7:92-94 
report covers and envelopes, 8:11- 
13
report paper, 8:10-11 
stationery, 7:41-43 
work sheets, 7:41-43 
Oil Industry, 20:30-36 
“Oil Refinery Accounting” (Waters), 
20:33
“On Buying an Audit (Accountant’s 
Journal, N.Z.), 2:20 
O’Neill, et. al. v. Atlas Auto. Finance 
Corp., 6:7
Operation Costs, 7:84-88 
Opinion (See “Reports”)
Oral Agreements, 3:3 
“Organization and Administration of a 
Public Accounting Office” 
(Vincent), 7:24
Organization Charts, 9:1-2; 16:11; 16A: 
after page 19
“Organizing and Perpetuating an Ac­
counting Partnership” (Fris­
bee), 2:22; 3:20, 21, 66, 67, 73, 
74
Other Occupations
engaging in, 2:14-16 
Out-of-State Practice, 3:2 
Outside Activities (See “Partnership 
Agreements”)
Overtime, 7:70, 83, 88-90; 9B:11-12, 
10:8-9, 28-30 
Owners’ Equity
statement presentation, 19A:9
Pacioli, Lucca da Borgo, 1:2
p
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Part-time Work (See “Other Occupa­
tions”)
Partners (See also “Partnership Agree­
ments”)
advantages of having, 2:8-10 
distinguished from associates, 2:
8-10
limited, 3:45; 5A:2 
Partnership Agreements
absence on military service, 3:30-31 
accounting records and reports, 
3:14-15, 3A:2
administration of practice, 3:27-29, 
3A:2
arbitration, 3:82 
audit of books, 3:14; 3A:2 
binding on heirs, executors, etc., 
3:38
branches
laws affecting, 3:2 
provisions for, 3:37 
capital contributions, 3:15-18; 
3A:l-2
capital deficiencies, 3:15, 17 
checklist of major points in, 3B:1-5 
clientele, division of, 3:50, 58-9, 
61-62
CPA practice, effect of laws regu­
lating, 3:2
death of partner, 3:38-43; 3A:3-4 
death benefits, 3:7-8 
life insurance for estate pay­
ments, 3:5, 69, 80 
liquidation of interest, 3:39- 
43; 3A:3, 4
not to cause dissolution, 3:62- 
63; 3A:3
security for estate payments, 
3:79-81
dissolution, 3:38-39, 56-63; 3A:2-3 
arbitration, 3:61 
causes, 3:56-57
clientele, division of, 3:58-59, 
61-62
clients, continued service to, 
3:59-60
files and working papers, divi­
sion of, 3:59, 60-61 
firm changes not to cause, 
3:62-63; 3A:2-3 
firm name, disposition of, 3:60 
liquidation of capital and 
other accounts, 3:57-58, 
61; 3A:2-3
office lease and contracts, 3:60 
staff distribution, 3:59 
tax consequences of date of, 
3:62
work in progress, 3:62, 65-67; 
3A:4
Partnership Agreements (cont.):
division of interest among remain­
ing partners, 3:81-82 
duration of, 3:38; 3A:1 
expulsion, 3:39, 55-56; 3A:4 
firm name, 3:60, 74-76
deceased partner’s name, 3:60, 
74-76, 3A:4
rights to, 3:60, 74-76, 77; 3A:4 
valuation of, 3:70, 74-76 
fiscal year, 3:14; 3A:2 
form, 3A:1-4
general discussion, 3:1-3, 12-14 
geographical area of practice, 3:37 
goodwill, 3:6, 67-74
income tax problems, 3:6, 71 
methods of valuing, 3:51, 69- 
74
noncompetition clause affect­
ing, 3:8-9, 51, 63-64 
incapacity, temporary, 3:53-55 
income tax problems, 3:4-9, 71, 78; 
3A:1 (footnote), 
pyramiding income, 3:9, 63 
retirement benefits, 3:6-7 
Wyler v. Commissioner, 3:6, 
8, 68
inspection of books, 3:14, 15;
3A:2
insurance, life, 3:80-81 
junior partners, 3:32-37, 51; 3A:1 
lawyer, use of, 3:1-2 
limitations on partners’ powers, 
3:29-30
limited partners, distinction as to, 
3:45
liquidation of capital and other ac­
counts, 3:70, 76-79; 3A:3- 
4
new partners, admission of, 3:15- 
16, 31; 3A:1
non-capital partners, 3:17-18 
noncompetition clause, 3:5, 8-9, 
50, 63-64; 3A:2-3 
office, location of, 3:37; 3A:1 
oral, 3:3
out-of-state practice, laws affecting, 
3:2
outside activities, partners’, 3:9-12 
profit-sharing and compensation, 
3:18-27; 3A:l-2
purchase of partnership interest, 
3:9
retirement
age or disability, 3:43-52 
benefits, 3:45-48; 3A:2-3 
distinguished from with­
drawal, 3:49
illness or disability, 3:53-55 
limitations on, 3:48
GENERAL INDEX 21
Partnership Agreements (cont.): 
retirement (cont.):
noncompetition clause, 3:50, 
63-64; 3A:2-3
not to cause dissolution, 3:62- 
63
notice of intent, 3:48; 3A:2 
option to rejoin firm, 3:54 
security for benefits, 3:79-80 
scope of practice, 3:37 
sharing of losses, 3:21 
sick leave, 3:53-55 
specimen form, 3A:1-4  
standards imposed, 3:12 
state partnership laws, effect of, 
3:2
vacations and leaves, 3:30-31 
valuation of practice or interest, 
3:67-74
financial statements fixing, 
3:64-65
firm name, 3:70 
work in process, 3:65-67; 3A:4 
variable patterns, 3:2-3 
voting rights and methods, 3:29; 
3A:2
withdrawal, voluntary, 3:47-51;
62-3, 64; 3A:2-3 
written, 3:3-4
Payroll Methods and Procedures, 7:97;
9B:22-23, 25, 35 
Peak Season, 10:2-3 
Pennsylvania Uniform Sales Act, 
24:6-17
Pensions (See “Partnership Agree­
ments’’ and “Staff Compen­
sation’’)
Per Diem Accounting Work, 2:15 
Per Diem Basis (See “Fees’’) 
Performance Report, 9A:6 
Period
accountants’ fiscal year, 7:95, 
99-100
companies using other than calen­
dar year, 10A:1-6 
convention of, 23B:11-12 
Permanent File (See “Working 
Papers”)
Personal Standards, Supp: 139-40 
Personnel, Office, 7:20-26; 7B:2, 3 
application forms, 7B:2, 3 
appraisal of applicants, 7:21-22 
clients’ affairs kept secret, 7:34 
conduct, 7:33-34 
contracts with, 7:23 
“deed of secrecy,” 7:23, 24 
filing applications, 7:21 
employment policies, 7:90; 8:3 
form of contract, 7B:2 
loans to, 9B:25 
manual, 9B:1-35
Personnel, Office (cont.):
payroll procedures, 9B:22-23, 35 
qualities needed, 7:20-21; 8:1-2 
rules, 7:34
salary advances, 9B:23, 25 
salary rate schedules, 9B:25 
sources, 8:2
standardized appraisal tests, 7:22 
training, 7:23-26 
utilization, 8:3-4 
wage authorization form, 9B:35 
Personnel, Staff (See also “Junior Ac­
countants,” “Senior Account­
ants” and “Staff Utilization”) 
appearance, rules on, 9:33; Supp: 
54-55
application forms, 7B:2, 3, 9A:7-10 
application procedures, 9:9-15; 
9B:18
appraisal of applicants, 9B:20 
basic requirements, 9:6-8; Supp:
52-58
classification, 9:2-3 
client’s affairs kept secret, 7:34 
clients hiring, 10:24-25 
commissions on new business, 
9B:24-25
completing an engagement, Supp: 
101-10
conduct, 7:33-34; 9:33-34; 9B:13- 
14; 9C:4-7; Supp: 54-55, 
57-58
conduct of audit, Supp: 93-100 
confidential nature of work, 9:34; 
9C:5
contracts, 9:3-4; 9B: 19-20, 31-34 
employment, for clients, 9B:23-24 
employment policies, 7:90 
employment procedures, 9B: 18-26 
expenses, 9B:15-16 
fair employment practices, 9:6 
firm procedure on births, deaths 
and illness, 9B:24 
forms, 7B:2-3; 9A:1-16; 9B:31-34 
grading CPA examinations, 9B:25 
insurance, 9B:13 
internship programs, 9:15-16 
interviewer’s guide (form), 9A:12- 
15
interviewer’s record (form), 9A:11 
interviewing applicants, 9B:18-19 
job classifications, 9B:4-7 
loans to 9B:25; 10:18-19 
manuals, 9B:1-35, 9C:1-22 
membership in societies, 9B:9-10 
noncompetition agreements, 9:4-5 
obtaining for clients, 9B:23-24 
payroll procedures, 9B:22-23, 35;
9C:16-17; 10:18 
performance report, 9A:6 
personal characteristics, Supp: 78
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Personnel, Staff (cont.):
placing released personnel, 
10:23-24
professional work, rules on, 
9C;7-12; Supp: 52-58 
progress appraisal, 9:34-36; 9A:2- 
6; 9C:16
progress reports, 9A:3-5 
psychological test, 7B:44-45; 9:12- 
13
qualifications, 10:35; Supp: 77-78 
records, 9:5
rehiring former personnel, 10:25 
relations with clients, 9:34; 9B:25;
9C:4-5, 7; Supp: 55-57, 
113-16
relations with fellow staff mem­
bers, 9C:5-6; Supp: 57-58 
required reading, 9C:20-21 
responsibilities, Supp: 77-92,
111-17
audit program development, 
Supp: 87-92 
general, Supp: 77-82 
in charge of engagement, 
Supp: 111
internal control review,
Supp: 84-87
planning engagements, Supp: 
83-92
to associates, Supp: 80 
to clients, Supp: 80-81 
to firm, Supp: 79 
to profession, Supp: 80 
to third parties, Supp: 81-82 
rules, 7:34
salary rate schedules, 9B:26 
sources, 9:8-9, 9B:20 
staff performance report, 9A:6 
staff training report, 9A:2 
termination of employment, 
9B:20-21, 9C:17 
testing program (AIA), 9:11-12 
time reports, 7:62-66, 84; 9B:21- 
22; 9C:14-16
training, 9:16-34; 10:17; Supp: 59- 
72, 112-13
cooperative programs, 9:25-26 
formal class programs, 9:18-25 
formal classes, 9:18-25; Supp: 
66-68
individual study, Supp: 59-65 
informal, 9:27-30 
juniors, Supp: 112-13 
loyalty, 9:31-32 
morale development, 9:30-31 
on-the-job, 9:17-18; Supp: 
65-66
report, 9A:2
role of social activities,
9:32-33
Personnel, Staff (cont.): 
training (cont.):
role of staff meetings, 9:32-33; 
10:17
specialist development, 9:30 
suggested class program, 
9:20-25
teaching methods, 9:26-27 
use of library, 10:18 
work-study educational plan, 9:16 
Peterson, George A., 7:86 
Petroleum Industry, 20:30-36 
“Piece-Meal” Opinions (See “Reports”) 
“Piece-Meal Opinions Should Not Con­
tradict Denial” (Blough), 19: 
15-16
“Planning and Developing The Com­
pany Organization Structure” 
(AMA), 25:28 
Powell, Weldon, 14:28 
Practice (See “Accounting Practice,” 
“Income Tax Practice” and 
“Tax Practice”)
“Practice Should Be Valued as Per Cent 
of Income” (Rea), 2:33, 24; 
3:74
Prepaid Expenses
balance sheet presentation, 18:14- 
15; 13A:2; 19D:3 
internal control, 16D:19 
“Present Position and Probable De­
velopment of Accountancy as 
a Profession” (Starrett), 6:2-3 
Principal or Partner, 11:4 
Principles, Accounting (See “Account­
ing Principles”)
“Principles of Auditing” (DePaula), 
6:11-12
Privileged Communications (See “Pro­
fessional Ethics”)
“Problems of a Middle-Sized Public 
Accounting Office” (Mayo), 
7:1, 63, 71; Supp: 79 
Process Costs, 23:8-9 
Profession of Accounting (See
“Accounting Profession”) 
“Profession of Management and the 
Field and Function of the 
Consulting Management Engi­
neer” (ACME), 25:3 
Professional Ethics (See also “Profes­
sional Standards”) 
advertising, 5:10-11, 15 
announcements
directory listings, 5:9 
mailed, 5:9
newspaper or magazines, in, 
5:9
as part of professional standards, 
13:3
clients of former employer, 5:15
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Professional Ethics (cont.):
commissions on sales or services, 
5:15
competitive bidding, 12:15-16 
confidential relationship with 
clients, 5:14
contingent fees, 5:12; 12:11-12; 
21:49-50
discipline, AIA by-laws concern­
ing, 5B:1-3
disclosures required, 5:20-22; 
5B:3-4
discussion of, 5:1-4 
employment of employees of other 
CPAs, 5:15
employment of lawyers, engineers 
and other specialists, 5:16
fees
estimates, 5:11; 12:16 
ethical principles, 12:17 
forwarding and referral, 
5:12-13
per diem rates as basis of,
5:12
retainers, 5:12
signing statements or reports 
for others, 5:13 
splitting with laity, 5:13 
firm name, description and organ­
ization, 5:5-8
association without actual 
partnership, 5:8 
corporate organizations, 5:6 
deceased partner, share of 
profits to, 5:7
firm name, inclusion of former 
partner’s name in, 5:7 
partners, who cannot be, 5:7 
partnership names and 
descriptions, 5:5-6 
practice, individual, under old 
partnership name, 5:8 
purchase of practice, 5:7 
use of on stationery, doors and 
other listings, 5:8 
forecasts, 5:23
general ethical requirements, 5:25 
government accounting rules ap­
plicable to clients’ 
accounts, 5:23 
independence, 5:16-20
AlA view as to impairment, 
5:18-20
auditor as director, 5:19 
bookkeeping service and 
auditing, 5:19
conflicting interests of clients, 
5:20
financial interest in client’s 
affairs, 5:19
general concept, 5:16-17
Professional Ethics (cont.): 
independence (cont.):
relations with clients’ person­
nel, 5:19-20
SEC views as to impairment 
of, 5:17-18
independent auditor, responsibili­
ties of, 5:20-24
noncompetition agreements, 5:16 
occupations incompatible, 5:24-25 
opinion, responsibility of auditor 
in expressing, 5:20-22 
privileged communications, 6:50- 
57; 21:41
income tax fraud, 21:41 
working papers not, 6:48-51 
relations with clients, 5:13-15 
relations with staff, 5:15-16 
Rules of Professional Conduct,
AIA, 2:15; 5:5-6; 5B:3- 
5; 6:43-44; 13A:27 
Rules of Professional Conduct, 
AIA (selected opinions), 
5A:1-8
rule 1, use of firm name, 
5A:1-2
rule 2, use of accountant’s 
name, 5A:2-3
rule 3, commissions, brokerage 
and fee-splitting, 5A:3 
rule 4, occupations incom­
patible, 5A:3-4 
rule 6, signing of statements 
audited by others, 5A:4 
rule 7, solicitation, 5A:4-6 
rule 9, contingent fees, 5A:6 
rule 10, advertising, 5A:6-7 
rule 10(b), listing in 
directories, 5A:7 
rule 13, financial interests in 
clients’ affairs, 5A:7-8 
rule 16, confidential relation­
ship, 5A:8
signing report on behalf of 
partnership, 5:23 
solicitation, 5:10-11, 15 
Treasury Department Circular No. 
230, 5:5, 11
use of name when no opinion ex­
pressed, 5:22 
working papers
ownership of, 5:14-15 
transfer of, 2:20; 15:10 
“Professional Ethics of Public Account­
ing” (Carey), 3:41; 5:4; 13A:9 
(footnote); Supp: 140 
“Professional Goodwill” (Rodger), 3:73 
Professional Literature (See also
“Bibliographies” and “Li­
brary”), 4:14-21 
“Accounting Review,” 4:18
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Professional Literature (cont.): 
“Controller,” 4:18-19 
general description, 4:14-15 
Government publications, 4:19-20 
“Internal Auditor,” 4:19 
“Journal of Accountancy,” 4:15 
“N.A.C.A. Bulletin,” 4:18 
reference books, 4:20 
suggestions for a library, 4:21; 
4A:1-8
tax and financial publications, 4:20 
various AIA publications, 4:15-17 
Professional Organizations, 4:1-14
American Accounting Association, 
4:9-11
American Institute of Accountants, 
4:1-7
Controllers Institute of America, 
4:12-13
Institute of Internal Auditors, 
4:13-14
membership in, 9B:9-10 
National Association of Cost 
Accountants, 4:11-12 
state societies, 4:7-9
New York State Society of Cer­
tified Public Accountants, 
4:7
student organizations, 4:14 
Professional Services (See “Accountancy 
Services”)
Professional Standards (See also “Ac­
counting Principles,” “Finan­
cial Statements” and “Profes­
sional Ethics”) 
audit procedures
clients’ written representa­
tions, 13B:37-44 
extensions (inventories), 
13B:16-19
extensions (receivables), 
13B:16, 19-23 
inventories (case studies), 
13B:24- 30
receivables (case studies), 
13B:30-31
auditing standards, 13:4-5; 13A:1- 
31; 13B:6-8; Supp. 139-41 
main divisions stated, 13:5; 
13A:4-5; 13B:7
auditing standards (field work), 13: 
12-19; 13A:12-24; 13B:7; 
Supp: 140-41
evidentiary matter, 13:16-19;
13A:19-24; 13B:7 
internal control, 13:12-14;
13A:16-19; 13B:7 
planning and supervision, 13: 
12-14; 13A:14-16; 13B:7
Professional Standards (cont.):
auditing standards (general), 13:6- 
12; 13A:5-11; 13B:7 
care, 13:11-12; 13A:10-11; 
13B:7
independence, 13:8-11; 13A:
9-10; 13B:5-6, 7 
SEC on independence,
13:9-10
training, 13:6-8; 13A:6-8; 
13B:7
auditing standards (personal), 
Supp: 139-40
auditing standards (reporting), 13:
19-25; 13A:24-31; 13B:7; 
Supp: 141
accounting principles, 13:22- 
24; 13A:28; 13B:7 
consistency, 13:24-25; 13A:29; 
13B:7
denials of opinion, 13:19-22 
disclosures, 13:25; 13A:29-31; 
13B:7
nugatory opinions, 13A:26-27 
qualifications of opinion, 
13:19-22
unqualified reports, 13:22-25 
auditors, 13B:5-6, 8-11
appointment of, 13B:5-6 
emphasizing independence in 
appointment, 13B:5-6 
functions, 13B:8-11 
registration of securities, 
13B:9-11, 32-37 
responsibilities, 13B:8-11 
ethics as part of, 13:3 
history of development, 13:3-4 
nature of, 13:1-3
nature of professional obligation, 
13:1
nonauditing standards, 13:26-28 
reports, 13B:11-16
clarification when opinion 
omitted, 13B:14-16 
short-form, 13B:12-14 
special relation to small firms, 
13:28-29
special relation to sole practition­
ers, 13:28-29
Profit Determination, 23B:10-13 
Profit-Sharing (See “Partnership Agree­
ments” and “Staff Compensa­
tion”)
Progress Appraisal (See “Personnel, 
Staff”)
Progress Reports (See “Personnel, 
Staff”)
Promotion (See “Staff Compensation”) 
Proofreading, 8:17-18; 8A:56; 11:15-18 
Property Accounts, 16D:18-19
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"Public Accounting as a Career” (AIA), 
9:2
Public Relations
AIA Department of, 2:14 
developing a practice, 2:13-14 
Public Utilities, 20:16-19 
Punch-Card Accounting, 7:18, 81-82 
Purchase of Practice (See “Accounting 
Practice”)
Q
“Qualifications for a Professional Ca­
reer” (Wilcox), 9:7, 20 
Quantum Meruit (See “Fees”)
R
Rea, George, 2:23, 24; 3:74 
Real Estate
development and disposition, 
20:22-24
operation, 20:24-25 
Receivables
statement presentation, 19A:6 
Recent Case Law (26R.C.L. 758),
6:18
Records
books, records and forms, 22:19-24 
preservation, 7:11-12 
retention and disposal, 7:35, 39-40; 
7A:5, 11-12
Reference Books, 8A:59 
“Relations Between Lawyers and CPAs 
in Income Tax Practice” (Aus­
tin), 21:45
Rennie, James A., 11:11 
Report Manuals (See “Manuals”) 
“Report of Committee on Internship 
Programs” (AAA), 9:15 
Report Writing (See also “Reports”) 
“accountant’s report” content, 
19C:7
addressing to client, 19:20; 19C:4- 
5, 8-9; 19D:4-5 
analyses and statistics, 19:25-33 
appropriate wording, 19:38-39 
attributes of good writing, 19:37 
capitalization, 8A:9-10 
clarity, 19:37-44 
comments, 19:35-44 
composition, positive aspects of, 
19:42-44
continuity, 19:40-41 
data not part of financial state­
ments, 19C:22
disclaimers of opinion, 19C: 19-20 
disclosure of accountant’s respon­
sibility, 19:8-19
discussing draft with client, Supp: 
103-4
drafting report, Supp: 101-6 
effect of Statement on Auditing 
Procedure No. 23, 19:9-15
Report Writing (cont.): 
exceptions, 19C:16-19 
financial statements for bank credit 
purposes, 19A:1-10 
grammar, 19:41-42 
internal control, 19C:20 
long-form, 19D:3 
opinion
disclaimer of, 19:9-15; 19C: 
19-20
exceptions, 19:17-19 
exceptions (examples), 
19E:14-15
expression, 19:8-19; 19D:8 
first examinations, 19C:19 
qualified, 19:9-11, 17-19; 19C: 
16-19; 19D:5-6 
qualified (examples), 19E:14- 
15
unqualified, 19:9-11 
opinion paragraph, 19C:15-19 
prevention of errors, 19D:3-4 
punctuation, 19:39 
purposes and uses of reports, 
19:5-8
report content, 19:19-35 
appendixes, 19:25 
arrangement, 19:34-35; 
19C:6-7
comments, 19:23-25 
date of report, 19:20; 19C:7-8 
dates for report covers, 19C:5 
financial statements, 19:21- 
23; 19C:20-21; 19D:8-33, 
34-36
graphic charts (illustrations), 
19:28-33 
indexing, 19D:3 
list of contents, 19:19 
report cover examples, 19C:6 
schedules, 19:23 
SEC requirements on financial 
statements, 19D:31-32 
table of contents, 19:20 
report manuals, 19:44-45; 19C:1- 
22; 19D:1-45
scope paragraph, 19C:10-14 
short-form, 19D:2-3 
signature, 19C:20
statement prepared without audit, 
19:10
style manual, 8A:7-20 
terminology, 19C:9 
types of reports
long-form, 19:4-5 
long-form (“comments” illu­
strated), 19B:1-10 
long-form (illustrated for 
credit use), 19B: after
page 13
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Report Writing (cont.):
types of reports (cont.):
long-form (notes on illustra­
tion for credit use), 
19B:11-13 
short-form, 19:2-4 
special investigation, 19:5 
variations in, 19C:3-4 
typing instructions, 8A:9-62; Supp: 
106
writing comments, 19:35-44 
Reports (See also “Financial State­
ments,” “Office Procedures,” 
“Office Supplies,” “Profes­
sional Standards” and “Re­
port Writing”)
“accountant’s report” content, 
19C:7
addressing to client, 19:20; 19C:4- 
5, 8-9; 19D:4-5
analyses and statistics, 19:25-33 
appendixes, 19:25 
capitalization, 8A:9-10 
characteristics, Supp: 130 
comments, 19:23-25, 35-44 
content, 19:19-35
arrangement, 19:34-35; 
19C:6-7
covers (dates for), 19C:5 
covers (examples), 19C:6 
covers and envelopes, 8:11-13 
data not part of financial state­
ments, 19C:22 
date of, 19:20; 19C:7-8 
disclosure of accountant’s respon­
sibility, 19:7-19 
drafting, Supp: 101-6 
effect of “Statement on Auditing 
Procedure, No. 23,” 
19:9-15
exceptions, 19:17-19; 19C:16-19; 
19E:2-15
financial statements, 19:21-23; 
19C:20-21; 19D:8-33 
for credit purposes, 19A:1-10 
notes to, 19D:34-36 
graphic charts (illustrations), 
19:28-33 
indexing, 19D:3 
internal control
disclaimer of opinion, 19:15; 
19C:20 
long-form
“comments” section, 19B:1-10 
for credit use, 19:4 
for credit use (illustrated), 
19B: after page 13 
for credit use (notes on illu­
strated report), 19B:11-13 
for management, 19:4 
opinion, Supp: 133
Reports (cont.):
model paragraphs, 7:27, 42 
new terminology, 19C:9 
nonopinion report, 19:16-17 
opinion
disclaimer of, 19:9-15; 19C: 
19-20; Supp: 135 
expression of, 19:8-19; 19D:
8; Supp: 130-31 
in first examination, 19C:19 
meaning of, Supp: 3-4 
“piece-meal,” 19:15-16 
qualified, 19:9-11, 17-19; 19C: 
16-19; 19D:5-6; 19E:14- 
15; Supp: 133-34 
rendering of, 19:5-6 
unqualified, 19: 9-11; Supp: 
133
with exceptions, 19:17-19; 
19E:14-15
opinion paragraph, 19C:15-19 
paper, 8:10-11
preprinted schedules, etc., 7:26-27 
pretyped schedules, etc., 7:26-27 
pretyped standard paragraphs,
7:27
prevention of errors, 19D:3-4 
processing, 8:9-20; Supp: 106 
purposes and uses, 19:5-8 
report manuals, 19:44-45; 19C:
10-21; 19D:4-8 
schedules, 7:26-27; 19:23 
scope paragraph, 19C:10-14 
SEC requirements, 19D:31-32 
short-form, 19:2-4; 19D:3 
opinion, Supp: 131-33 
signature, 19C:20 
special investigations, 19:5; 24:25; 
24A:1-8; 24B:1-9
statements prepared without audit, 
19:10
types, 19:2-5; 19C:3-4
Reproduction Equipment and Meth­
ods, 7:14-17; 8:8-9
Research Bulletins (See Topical Index 
starting on page 107, Appen­
dix A, Chapter 17)
Reserves
balance sheet presentation, 18:23- 
24; 19D.-19
statement presentation, 19A:9
“Reserves and Retained Income” 
(AAA), 18:23, 24
Resources Corporation International, 
In the Matter of, 6:54-55
Responsibilities of Personnel (See “Per­
sonnel, Staff”)
Responsibility, Legal and Liability, 
Civil (See “Accountants’ Re­
sponsibility and Liability”)
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“Restatement and Revision of Ac­
counting Research Bulletins” 
(AIA), 17:9, 11; 17A (Topical 
Index, page 107)
Retained Earnings
balance sheet presentation, 18:25; 
18A:6-7; 19D:22 
Retainer Contracts (See “Fees”) 
Retention of Records (See “Records”) 
Retirement Benefits (See “Partnership 
Agreements”)
Retirement Plans (See “Staff Compen­
sation”)
Review of Work
adjustments with client, 11:14-15 
branch offices, 11:5 
general rules, 19D:42 
miscellaneous work, 11:29 
office reviews, 11:10-12; Supp: 106- 
8
principal or partner, role of, 11:4 
principles of reviewing, 11:12-14 
procedures for other than audits, 
11:24-30
procedures for regular audit, 11: 
5-21; Supp: 99-101, 106- 
8
purposes of, 11:2 
questionnaire, 11:21-23
audit working papers and re­
ports, 11:22 
basic data, 11:21 
field or office review of work­
ing papers, 11B:1-3 
in-charge accountant’s, 11A: 
1-3
report release, 11:23 
report review checklist, 11:
5-7
review policy report, 11C:1-5 
representations by client, 11: 
21-22
working papers, 11:22 
report of, 11:15-21 
report routing procedures, 19D: 
44-45
review department’s role, 19D:43 
special investigations, 11:28-29 
staff men, role of, 11:4; Supp: 99- 
101
statements with client, 11:14-15 
supervisor’s role, 9D:42-43 
system installation, 11:27-28 
tax problems, 19D:45 
tax returns, 11:24-27 
“Review of Working Papers from the 
Viewpoint of the Moderate 
Sized Accounting Firm” (Ren­
nie), 11:11
“Revised SEC Rules on Accountants’ 
Certificates” (AIA), 13:4
Robert Morris Associates, 19:8; 19A:1- 
10
Rodger, W. G., 3:73 
Rules of Professional Conduct (AIA) 
(See “Professional Ethics”) 
Ruttenberg, Stanley H., 1:9-10
s
Salaries (See “Staff Compensation”) 
Salary Advances, 9B:23, 25; 10:18-19 
Salary Rate Schedules, 9B:25 
Sale of Practice (See “Accounting Prac­
tice”)
Sales
internal control, 16D:2, 7 
Schedules (See “Financial Statements,” 
“Reports” and “Working 
Papers”)
“Scientific Appraisal of Management” 
(Martindell), 25:29
Securities
balance sheet treatment, 18:12; 
18A:2; 19D:10-11
Securities Act of 1933 (Federal), 6:38;
13B:10; 17:9-12, 19, 20:10 
Securities and Exchange Commission 
accountant’s liability to third par­
ties, 6:38
accounting principles, 17:9-12, 19,
20, 25, 26, 27
Accounting Series Releases 
No. 21, 13B:33 
No. 22, 13:9 
No. 42, 13:10 
No. 47, 13:9 
No. 62, 6:4; 13B:34-35 
No. 64, 11:9
disciplinary powers as to accoun­
tants, 6:43
financial statement requirements, 
19D:31-32
independence of CPA, 5:17 
investment companies, special 
problems, 20:10 
publications, 4:19 
Regulation S-X, 13:4; 13A:29; 13B: 
32-34; 17:25: 18:7, 8, 9, 
16, 28
Securities Brokers, 20:27-30 
Securities Exchange Act of 1934 (Fed­
eral), 6:38; 13B:10; 17:9-12; 
20:10, 27
Senior Accountants
audit program development, Supp: 
87-92
completing an engagement, Supp: 
101-10
conduct of audit, Supp: 93-100 
duties of, Supp: 77-117 
indexing and filing work papers, 
Supp: 98-99
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Senior Accountants (cont.):
internal control review, Supp: 84- 
87
personal characteristics, Supp: 78 
place in staff, Supp: 78 
professional qualifications, Supp: 
77-78
relations with clients, Supp: 113-16 
responsibilities, Supp: 77-92, 111- 
17
in charge of engagement, 
Supp: 111, 112
planning engagements, Supp: 
83-92
professional standards, Supp: 
116
to associates, Supp: 80 
to clients, Supp: 80-81 
to firm, Supp: 79 
to profession, Supp: 80 
to third parties, Supp: 81-82 
review of work, Supp: 99-100 
training juniors, Supp: 112-13 
Service Businesses
public utilities, 20:16-19 
services other than public utilities, 
20:19-22
Services, Accountants’ (See “Account­
ancy Services’’)
Shonts V. Hirliman, 6:41 
Short-Form Report (See “Reports”) 
“Should Auditors’ Reports Cover Ef­
fectiveness of Internal Con­
trol?” (Blough), 16:6 
Sick Leave, 9B:10-11; 10:14-15 
Slack Season, 10:3-5, 20, 30-31 
Small Businesses
control methods in accounting sys­
tems, 22:13
internal control in, 16:17-20;
Supp: 86-87
value of consulting services to, 
2:29; 25:6, 24-25, 30 
Smith V. London Assurance Corpora­
tion, 6:2
Smith, Alden C,. 6:7, 11 
Social Security Taxes, 21:17-18 
Societies (See “Professional Organiza­
tions”)
“Some Techniques Used Successfully 
in Running a Medium-Sized 
Accounting Firm” (Esenoff), 
7:16, 59, 79, 80, 81; 10:13 
“Sources of Business Information” 
(Coman), 25:12, 13 
Special Investigations
audit programs, 24:4-5 
bankruptcy, problems related to, 
24:20-24
conducting, 24:3-19
Special Investigations (cont.):
contract negotiation and contro­
versies, 24:3-4, 15-17 
debtors, financially embarrassed, 
24:20-24
fees and other considerations, 24: 
23-24
fraud and embezzlement, 24:1-2, 
5-8
graphs and charts, use of, 24:26-27 
insurance claim, 24A:1-8  
National Bankruptcy Act, 24:20-21 
nonaccounting records, 24:17-18 
outside experts, employment of, 
24:18-19
 procedures, additional, used gener­
ally, 24:17-19
procedures, expansion of normal, 
24:5-17
ratios and statistics, use of, 24:18 
records, condition of, 24:22 
reports on, 19:5; 24:25; 24A; 24B:
1-9
review of work, 11:28-29 
specialization of staff men, 24:19 
supporting conclusions, 24:25-26 
testimony of CPA in court cases, 
24:24
valuations, 24:2, 9-15, 26 
Specific Businesses
advertising agencies, 20:2-4 
agriculture, 20:25-26 
construction industry, 20:5-7 
department stores, 20:11-14 
fixed price orders (including gov­
ernment), 20:36-38 
fund accounting, 20:38-41 
general discussion, 20:1-2 
investment companies, 20:9-11 
motion picture theatres, 20:4-5 
motor carriers, 20:7-9 
newspaper companies, 20:14-16 
petroleum industry, 20:30-36 
public utilities, 20:16-19 
real estate development and opera­
tion, 20:22-25 
securities brokers, 20:27-30 
service businesses (other than pub­
lic utilities), 20:19-22 
Sproull, R., 2:21, 22, 23, 24; 12:5, 16, 
20-21
Staff (See “Personnel, Staff”)
Staff Compensation
advancement, 10:20-27 
basic policy, 10:21 
effect of uneven progress,
10:22
filling vacancies from staff, 10: 
25-26
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Staff Compensation (cont.): 
advancement (cont.):
frequency and rate of increase, 
10:26
length of service factor, 10: 
26-27
on obtaining CPA certificate, 
10:22-23 
timing, 10:21-22 
use of outside sources, 10:23 
advances and loans, 10:18-19 
attending society meetings, 9B:9— 
10; 10:18 
basic, 10:6-11 
bonus plans, 10:9-11 
fringe, 9B:9-10; 10:12-20 
group insurance, 10:15-16 
medical service, 10:19 
membership in societies, 9B:9-10; 
10:18
overtime, 10:8-9
pension and retirement plans, 10: 
12-13
plans in general, 10:5-6 
policy, 9B:4
profit-sharing plans, 10:11 
salary rates and ranges, 10:6-8 
sick leave, 9B:10-11; 10:14-15 
supper money, 9B:13; 10:9 
use of library, 10:18 
vacations, 10:13-14 
welfare programs, 10:16-18 
Staff Manuals (See “Manuals”)
Staff Personnel (See “Personnel, Staff”) 
Staff Rooms, 7:5; 9B:17 
Staff Service Records, 7:71-72 
Staff Training (See “Personnel, Staff”) 
Staff Utilization, 10:27-39
assignment factors, 10:32-33 
assignment responsibility, 10:31- 
32
audit program use, 10:36-37 
causes of delay avoided, 10:35-36 
essential qualifications for, 10:35 
initial requisites, 10:1-2 
overtime, 10:28-30 
peak season remedies, 10:2-3 
relation to fees, 12:6 
scheduling work, 10:33-34 
seasonal problems, 10:2-5, 30-31 
slack season remedies, 10:3-5, 20, 
30-31
time estimate use, 10:37-38 
transfers of personnel, 10:34-35 
women accountants, 10:38-39 
working schedules, 10:27-28 
Standard Costs, 23:9-10, 12-16; 23B;4, 
13
Standards (See “Professional Stand­
ards”)
Stans, Maurice H., 19:23
State Societies, 4:7-9 
State Street Trust Co. v. Ernst, 6:20, 
28-33, 37
“Statement of Principles” by National 
Conference of Lawyers and 
CPAs on Income Tax practice, 
21:44-46; 21A:1-4 
ascertaining probable tax effects, 
21A:2
claims for refund, 21A:3 
collaboration desirable, 21A: 1-2 
criminal tax investigations, 21A:3 
practice before Tax Court, 21A:3 
practice before Treasury Depart­
ment, 21A:3
preparation of Federal returns, 
21A:2
preparing legal and accounting 
documents, 21A:2 
recommendations, 21A:4 
“Statement of Responsibilities of the 
Internal Auditor” (IIA), 16: 
20-21
Statements (See “Financial Statements”) 
Statements on Auditing Procedure 
(AIA)_
full list, with titles and dates, 13B: 
44-45
No. 1, 13:4, 17, 19; 13A:6, 14, 16, 
19, 20, 26; 16:5; Supp: 
147, 149, 151
No. 2, 13:19, 20; 13A.-18, 28 
No. 3, 13A:19, 24; Supp: 150 
No. 4, 11:22; 13A:24; Supp: 143 
No. 5, 13:4; 13A:25, 27 
No. 6, 13A:3, 4, 25, 27, 31 
No. 7, 13A:31
No. 8, 13:19; 13A;14, 19, 24, 28;
Supp: 138 
No. 9, 13A:24 
No. 10, 13A:14, 19 
No. 11, 13:19, 20; 13A:26 
No. 12, 13:17, 19, 31; Supp: 153 
No. 13, 13:19, 20; 13A:28 
No. 14, 13A:19, 24; Supp: 150 
No. 15, 13A:31
No. 16, 13:13; 13A:14, 19, 24, 31 
No. 17, 13A-.24, 31 
No. 18, 13:19, 24, 31 
No. 19, 13A:24; Supp: 149 
No. 20, 13A:31 
No. 21, 13A:31 
No. 22, 13A:25, 27, 31; 18:8 
No. 23, 11:19, 20; 13:19, 20, 21; 
19:6, 9-15, 17; 19D:8; 
Supp: 82, 132 
No. 24, 19:2
Stationery (See “Office Procedures” and 
“Office Supplies”)
Statistical Costs, 23:7-8 
Staub, Walter A., 16:21
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Stenographers, 7:31 
Sterrett, J. E., 6:2-3 
Storage
inactive records, 7:11-12 
space, 7:5
Stover, Harry L., 11:6 
“Strong Interest Blank,” 9:12 
Student Organizations, 4:14 
“Study of Accountants’ Partnerships” 
(N. Y. State Society of CPAs), 
2:19, 22; 3:13
“Study of the Education and Account­
ing Experience of CPA Exami­
nation Candidates . . (AIA), 
9:7
Style Manual, 8A:1-63 
“Successful Practice of Accountancy” 
(Bacas), 3:19; 7:3, 72-73 
“Summary of Rules as to Independence 
of Certifying Accountants” 
(SEC), 25:8
Supervision of Field Work 
branch offices, 11:5 
errors, correction of, 11:15 
errors guarded against, 11:2-3 
field reviews, 11:5-10 
need for, 11:1-3
principal or partner, role of, 11:4 
purposes of, 11:2-3 
responsibility for, 11:4-5 
scope, 11:1-5 
staff men, role of, 11:4-5 
Supper Money (See “Staff Compensa­
tion”)
Surplus, 16D:21 
System Installation, 11:27-28 
Systems of Accounting (See “Account­
ing Systems”)
“Systems of Internal Control and Their 
Effect Upon Procedures in 
Auditing Medium and 
Smaller-Sized Businesses” 
(Lee), 16:18
T
Tax Calendar, 21:15-16 
Tax Court (See “Income Tax Prac­
tice”)
Tax Department, 21:42-44 
Tax Library, 21:47-48 
Tax Practice (See also “Income Tax 
Practice”)
co-operation with lawyers, 21:44- 
46; 21A:l-4
development of tax department, 
21:42-44
estate planning, 21:44 
Internal Revenue Bureau Special 
rulings, 21:46-47 
library, 21:47-48
returns for other than Federal in­
come tax, 21:15-18
Tax Practice (cont.):
review of tax problems, 19D:45 
sales, gross receipts, etc., 21:18 
social security taxes, 21:17-18 
tax calendar, 21:15-16 
“Tax Consultant” or “Tax Ex­
pert,” 21A:3
Tax Court, 21:33-36; 21A:3 
tickler system, 21:2-3 
unauthorized practice of law, 21: 
44-46; 21A:l-4
Tax Refund Claims, 18:15; 21:38 
Tax Returns (See also “Income Tax 
Practice,” “Office Records” 
and “Tax Practice”) 
records, 7:47-49 
review of work, 11:24-27 
style manual, 8A:52-55 
Tax Services, 1A:6 
Taxes
balance sheet presentation, 18:21- 
22; 18A:4; 19D-.18 
Telephone Service, 7:29; 7B:2 
“Tentative Statement of Auditing 
Standards” (AlA), 6:4, 5; 13: 
16, 21; 13A:3-31; 13B:4, 6, 8; 
14:2, 11; 16:1, 5
Terminology (See “Financial State­
ments” and “Report Writ­
ing”)
Testimony of CPAs, 24:24 
Testing Program (AIA), 9:11-12 
Third Party Liability (See “Accoun­
tants’ Responsibility and Lia­
bility”)
“Thirty Day Letter” (See “Income Tax 
Practice”)
Tickler and Follow-up Systems, 7:49- 
61; 21:1-3
Time Estimates (See “Audit Proced­
ures” and “Staff Utilization”) 
Time Reports (See “Forms,” “Office 
Records” and “Personnel, 
Staff”)
Training (See “Personnel, Staff”) 
Transmittal Letters (See “Forms”) 
Travel and Hotel Reservations, 9B:16- 
17
Traveling Expense, 7:91-92, 96-97; 
9C:17-18
Traveling Time, 7:33; 9C:14 
Treasury Department (See also “In­
come Tax Practice”)
Circular No. 230, 12:2, 12 
“Internal Revenue Bulletin,” 4:- 
19-20
other publications, 4:19-20 
Treasury Stock, 18:25-26 
“Treatise on Bankruptcy for Accoun­
tants” (Banks), 24:21, 23
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Trusts
fund accounting, special problems, 
30:38-41
Typewriters (See “Office Equipment”) 
Typing Instructions, 8:13, 14-17; 8A: 
9-62; 21:13-14; Supp: 106
u
Ultramares v. Touche, et al., 6:20, 24- 
27, 28, 29, 30, 32, 33, 35, 36, 
37, 38
Unauthorized Practice of Law (See “In­
come Tax Practice” and “Tax 
Practice”)
Uncollectible Accounts, 18:13 
Uniform Partnership Law
decedent’s interest in profits, 3:9 
Uniform Sales Act (Pennsylvania), 24: 
6-17
Unionization, 7:89
United States v. Bell Telephone Co., 
6:38
United States v. Stoehr, 6:52
V
Vacations
office employees, 9B:7-9; 9C:14;
10:13-14 
partners, 3:30-31 
staff, 9B:7-9; 9C:14; 10:13-14 
Valuation
special investigations, 24:2, 9-15, 
26-27
Valuation of Practice, 2:18-25; 3:51, 
64-74; 3A:4 
Variable Costs, 23B:12 
Vincent, Norman H. S., 7:24 
Vouching (See “Audit Procedures”)
w
Wage and Hour Problems (See “Office 
Organization and Control”) 
Wage Authorization Form (See 
“Forms”)
Waters, S. K., 20:33 
Welfare Programs, 10:16-18 
“What the Business Executive Expects 
of the CPA” (Fletcher), 25:18- 
19
Wilcox, Edward B., 1:9; 9:7, 20; 19:17 
Withdrawal (See “Partnership Agree­
ments”)
Women Accountants, 10:38-39 
Work Progress Records, 7:71-77 
Work Sheets, 7:41-43 
Working Papers
assembling, 19D: 39-40 
basic considerations, 15:11 
binders for, 7:41
checking and reviewing, Supp: 94- 
95
client’s representations, 19D:41-42 
color and format, 7:41-43; 15:12
Working Papers (cont.):
confidential nature, 6:56 
current file, 15:14-15 
defense against third parties, 6:56 
defined, i5:2
disposition of old, 7:35, 39-40 
explanation and comment re­
quired, 15:17-18
filing, 7A:3, 5, 7, 12, 13; 15:18-25 
general rules, 19D:36-38; Supp:7 
illustrative set, 15A; Supp: after 
page 72
importance of, 15:10-11 
indexing, 15:18-25; 19D:38-39;
Supp:98-99 
cross-referencing, 15:24 
numbers or letters, relative 
merits, 15:24
order of arrangement, 15:21 
proposed system for small 
consolidated enterprise, 
15:21-22
responsibility for, 15:24 
uniform system for all audits, 
15:22-23
insurance coverage, 19D:41 
junior accountants, duties of, 
Supp: 7-10
not privileged communications, 
6:48-51
review questionnaire, llB :l-3  
schedules, 15:5
analytical and supporting, 
15:5
prepared by client, 15:5-6 
superscribing, 15:13-14 
trial balances, 15:5 
verification, 15:5 
standardized forms, 7:41-43; 15: 
18-19
supplies needed in preparing, 15: 
11-13
survey for accounting system, 22:10 
third parties, examination by, 15:2 
tick marks, Supp: 10 
transfer of, AIA committee rul­
ing, 2:20; 15:10
trial balances, classifying, 15:6-8 
types, Supp: 8
types and illustrations, 15:5-10 
use as evidence, 6:44-45, 56 
use to refresh recollection, 6:45 
ownership of, 5:14-15; 6:45-50; 
15:10
accountant cannot convey by 
will, 6:47-48
disclosure of contents despite, 
6:48-50
restrictions on accountant’s, 
6:47-50; 15:10 
statutes on, 6:45
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